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Daguerre, Chicago. 


NINCE the enactment of the Revenue Act of 1936, 
S there have been increasing numbers of circu- 
lars in the mail of attorneys, accountants, and cor- 
poration executives purporting to show many ways of 
effecting reduced tax liability under the revenue 
laws. These circulars have originated from a num- 
ber of sources and contain a few good suggestions, 
hut they have also included many ideas which are 
not only altogether worthless but which, because of 
half-truths disclosed, may be actually misleading. 
Some of the suggestions which have been made, if 
adopted by the taxpayer, would undoubtedly lead to 
charges of fraudulent evasion of taxes. 


It is not the purpose of this article to assail any 
particular circular or to denounce as false any of the 
specific suggestions which have been made. ‘Rather, 
it is desired to point out, in the general public inter- 
est, that many of the suggestions in question are 
predicated on the existence of a peculiar set of facts; 
that many of the court or Board of Tax Appeals 
decisions cited in the circulars arise from extraor- 
dinary cases and are not capable of general applica- 
tion, and that most of the anxious queries which have 
come to attorneys and accountants from perturbed 
clients demanding to know why certain things have 
not been done in their particular cases really are 
without justification. An attempt will also be made 
to show the basic difference between legitimate tax 
avoidance and illegal tax evasion, and to point out 
certain methods which, if properly used, may result 
in legal tax savings. 





Certified Public Accountant, Chicago. 








But what is the difference between lawful tax 
avoidance and illegal tax evasion? The contem- 
plated action must be within the law at all points; 
it must not be colorable in any way; there must be 
no subterfuge, no deceit or misrepresentation of 
facts, no fraudulent intent. Generally speaking, 
there should also be some worthy motive or purpose 
aside from considerations of tax avoidance. By all 
means there must be absolute bona fides, but the 
desire or intent to avoid tax will, of itself alone, not 
mar the bona fides of a contemplated transaction. 


My experience has given me a wholesome respect 
for the integrity and character of the average Ameri- 
can business man and taxpayer. Relatively few, in- 
deed, are the instances in which taxpayers have 
deliberately set about to evade taxes by questionable 
means. As a general rule, taxpayers have been so 
anxious to avoid the appearance of evil that fre- 
quently they have failed to take advantage of means 
which the law permits in reducing the amount of 
their taxes. Such taxpayers may benefit from some 
of the suggestions which are offered herein, but no 
reader should consider these methods as involving 
anything sensational or any mysterious, ulterior, 
sleight-of-hand, bag-of-tricks technique. Nothing is 
contained herein which is not already well known to 
competent tax men, although some of the ideas may 
be new to business men. 

In addition to a graduated taxon net earnings, the 
Revenue Act of 1936 imposes on corporations a cap- 
ital stock tax, an excess profits tax, a special surtax 
on profits not paid out as dividends to the stockhold- 
ers, a heavy surtax on corporations classed as per- 
sonal holding corporations, an additional surtax on 
surplus which may be deemed excessive accumula- 
tions beyond the reasonable requirements of the 
business, and a varied assortment of excise taxes, all 
of which will add, either directly or indirectly, to the 
tax burden of practically every corporation in the 
land. 


Taxes on Individuals 


The taxes imposed on individuals are fewer in 
number and are usually, but certainly not always, 
smaller in amount than the aggregate of all taxes 
levied against the same amount of income received 
by a corporation. Individual surtax rates are grad- 
uated to as high as 75 per cent of the total income 
in the highest brackets, in addition to the normal 
tax of 4 per cent. A full discussion of all these taxes 
and the possible means of restricting the total amount 
of all of them would fill a large book. Even then 
certain generalizations would have to be made in the 
interests of brevity. It is necessary, therefore, to 









































































































































































576 THE 
confine our consideration here to the most important 
questions involved—that is, to those questions which 
are of greatest importance to the largest number of 
taxpayers, for the importance of the different taxes 
varies in different businesses. To most corporations 
such taxes are the normal income tax and the special 
surtax on profits retained in the business and not 
paid out as dividends to the stockholders. 


The Corporate Tax Situation 
peal of the total corporation capital in this 


country is represented by small corporations 
capitalized for less than a million dollars each. These 
small corporations represent an overwhelming ma- 
jority of corporation taxpavers, and pay most of the 
total corporation income taxes that are paid each 
year. Many corporation executives, particularly in 
small corporations which need the money in the 
business and can ill afford to pay out ail the profits 
as dividends, will therefore be interested to know 
that if they are fortunate enough to make a profit 
but are too poor to pay that profit out in dividends, 
as many will be, the Government will claim approxi- 
mately one-third of that profit in income and undis- 
tributed profits taxes. 

The total amounts of these two taxes vary under 
different circumstances. For example, a corporation 
having a net profit of $20,000 and paying no divi- 
dend would pay normal and undistributed profits 


taxes of $5,506, or a little over 27 per cent of its 
profit, while a corporation having a net profit of 


$60,000 and paying no dividend would pay similar 
taxes of $18,532.80, or a little over 30 per cent of its 
profit. These figures do not include the capital stock 
tax which all active business corporations have to 
pay, or any of the excise taxes or surtaxes which 
apply to many companies in varying ways and condi- 
tions. 

But how can a corporation avoid all or part of 
these taxes?) The answer is not always the same. 
There are many ways open to some taxpayers, and 
none open to others. The subject is one which is 
easier to discuss objectively than subjectively. It 
will be necessary, therefore, to give specific examples 
which the reader must realize may or may not apply 
to his particular case. Because of the formal and 
more cumbersome procedure necessary in the man- 
agement of big corporations, their opportunities for 
tax avoidance often are exceedingly limited; more- 
over, law or equity may prohibit certain procedures 
which are open to smaller corporations. Indeed, i 
would be a gross injustice if all the smaller or “tan. 
ily type” corporations were subject to all the restric- 
tions which are imposed on some of our gigantic 
enterprises. The suggestions for tax savings which 
are here presented, therefore, are intended to be 
more generally applicable to corporations capitalized 
for less than a million dollars, although some of them 
could be used by larger corporations and individual 
taxpavers. 

Before proceeding to specific plans which may be 
used in legitimate tax reduction, some consideration 
should be given to the legality of tax avoidance and 


the extent to which a taxpayer may go in reducing 


tax. 
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In United States v. 
preme Court said: 


Isham,’ the United States Su- 


if the device is carried out by 


legal 
it is subject to no legal censure. 


: means of 
forms, 

Other extracts from decisions of the United States 
Supreme Court follow: 


when the law draws a line, a case is on one 
side of it or the other, and if on the safe side is none the 
worse legally that a party has availed himself to the full 
of what the law permits. 


The fact that it is desired to evade the law, as it is 
called, is immaterial, because the very meaning of a line 
in law is that you may intentionally go as close to it as 
you can, if you do not pass it.’ 

The legal right of a taxpayer to decrease the amount 
of what would otherwise be his taxes, or altogether avoid 
them, by means which the law permits, cannot be doubted.’ 


In Jowa Bridge Co. v. 


Commissioner,® the Circuit 
Court of Appeals said: 


In fact, it is held that even though the transaction is 
a device to avoid the burden of taxation, or to lessen that 
burden, it is not for that reason alone illegal. 


In Jones v. Helvering,® the District Court of the Dis 
trict of Columbia said: 


in cases where the element of fraud in fact is 
lacking, it has been the invariable holding that a taxpayer 
may resort to any legal methods available to him to dimin 
ish the amount of his tax liability. 


This impressive authority for reduction of tax 
liability by means which the law permits could be 
further affirmed by many other decisions, but there 
seems no point in extending the list of possible 
citations. 

It may be of interest to note what the courts have 
said concerning the genuineness of transactions ani 
the form in which transactions are consummated. 
One rule in applying the taxing statutes is that the 
courts must look to the substance, rather than the 
form of a transaction.’ The courts apply this rule 
with absolute impartiality, but, unfortunately for 
taxpayers, the rule works against them more often 
than not for the simple reason that the form in which 
business transactions are completed must so often 
be accepted as prima facie evidence of their substance. 
Care must be exercised to ascertain that transactions 
are completed in such a way as to make clear their 
substance, and to comply with legal requirements as 
to form. Taxpayers who are careless in matters of 
form have only themselves to blame when the courts 
accept their transactions for what they appear on 
the surface to be, and then, on the basis of such 
evidence, render adverse decisions. 


Gifts 


ERHADPS the greatest possibilities for individ- 
uals to reduce the amount of their individual 
taxes will be found in their 
estates, their income-producing property, among the 


117 Wall. 496; 84 U. S. 496, 506. 
* Bullen v. Wisconsin, 240 U. S. 625. 
3 Superior Oil Company v. Mississippi, 


‘ 280 U. S. 390. 
4 Gregory v. Helvering, 293 U. S. 465; 


35. S. Ct. 266. 


* 39 Fed. (2d) 777. 

71 Fed. (2d) 214. 

7 See United States v. Phellis, 257 U.S. 156; McCaskill Co. v. Uniti 
States, 216 U. S. 504; Newspaper Printing Company v. Commissioner, 5¢ 


Fed. (2d) 125, and many other decisions. 
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October, 1936 REDUCTION OF 
members of their families or others. This procedure 
results in breaking up the income from such prop- 
erty into smaller units, none of which would be 
subject to the more severe surtax which would be 
imposed on the same total income if it were kept 
intact and reported on the return of a single individ- 
ual. Furthermore, each of the individuals, except 
husband or wife or minor children, would be entitled 
to separate personal exemptions and credits for de- 
pendents, if any, which would actually reduce the 
total amount of income subject to tax. For this 
procedure to be effective, the gifts must be absolute 
and unconditional; bona fide title must pass to the 
donee, and the donor must give up the income as 
well as the principal involved. 

The taxpayer should not forget the gift tax, and 
must, if in excess of the exemption, pay whatever 
gift tax the law would impose on the particular gifts 
involved. In many cases, however, the gift tax, if 
any, would not exceed the amount of surtax saving 
in the first year. Thus, if the surtax saving for the 
first year, or the second year, should be only enough 
to pay the gift tax, the plan would be worth while, 
from a tax standpoint, for the benefit to be obtained 
in future years. 

\nother point which may be of importance in 
some cases is that some of the income involved 
might be accumulated in the estate of the donor, if 
no gifts are made, thus increasing the corpus of his 
estate at death and thereby adding to the total 
amount of estate and inheritance taxes. It is alto- 
vether possible that the additional estate and inherit- 
ance taxes arising from further accumulation of 
income in the estate of the donor would greatly ex- 
ceed the gift tax which would have to be paid as a 
result of immediate gifts. 


Trusts 


LOSELY related to the question of making 
gifts is the use of trusts for the conservation, 
protection, and management of the property con- 
veved to donees. The donor, or trustor, may set up 
such provisions in the trust agreement as seem de- 
sirable or expedient under specific situations, but 
the gift involved must be absolute, the trust irrevo- 
cable, and not subject to future amendment by the 
donor if the donor is to make a division of his 1n- 
come-producing property effective in reducing his 
individual income taxes. Sometimes a series of 
trusts may be used even more effectively to this end. 
But the proper use of trusts as a means of avoiding 
tax on the grantor has its limitations. A noteworthy 
case in point is Helvering v. Stokes,’ in which the 
United States Supreme Court held taxable to the 
erantor, or trustor, the income of a trust where the 
provisions of the trust agreement directed the trustee 
to use the income for the maintenance, education, 
and support of the trustor’s minor children. The 
court reasoned that the trust income was used for 
the benefit of the trustor by providing a means for 
the discharge of the trustor’s legal obligation to sup- 
port and educate his minor children. In Douglas v. 
Willcuts, the Supreme Court said: “The creation 
of a trust by the taxpayer as the channel for the 


*56 S. Ct. 308. 
56 3. Ct. 59. 


INCOME 





TAX LIABILITY 577 


application of the income to the discharge of his obli- 
gation leaves the nature of the transaction unaltered.” 

Clearly, from the standpoint of reducing the taxes 
of the trustor, it appears futile to create trusts for 
the purpose of discharging the individual obligations 
of the taxpayer. Trusts for the payment of alimony, 
the maintenance of minor children, the payment of 
insurance premiums, and many other trusts come 
within the scope of this rule. 

A word of caution and of advice may be timely, 
for space does not permit us here to treat the subject 
of the taxability of trusts adequately. Legal ques- 
tions relating to trusts, and the taxability of trusts, 
are many and complex. When a trust is being con- 
sidered, competent legal counsel should always be 
sought. 


Joint or Separate Returns 
| _ pabintange and wife may file joint or separate 


returns as they choose. An election for a par- 
ticular year is irrevocable, but does not apply to 
other years. Each year husband and wife may <e- 
cide whether they will file joint or separate returns. 
If the husband has a net loss for a particular year, 
or vice versa, that loss may be offset against the in- 
come of the other spouse in a joint return. If hus- 
band and wife both have taxable incomes, it is 
advisable to file separate returns and avoid the higher 
surtax rates which would be imposed on their com- 
bined incomes in a joint return. The allowable per- 
sonal exemption and credit for dependents may be 
taken by either of them or divided between them on 
separate returns in whatever amounts are most 
advantageous. 


Gifts Prior to Sale of Property 


U NDER certain conditions, property may be trans- 
ferred prior to sale and the profit from the sale 
divided among the donees. In such cases it is of the 
utmost importance that the gift, or gifts, be absolute 
and bona fide and that title must pass to the donees 
prior to sale; also, that the donees should become 
the actual vendors of the property conveyed. The 
reader should refer again to the foregoing discussion 
of gifts, and any taxpayer contemplating the use of 
this procedure should seek competent counsel, for if 
the transaction is not in compliance with proper le- 
gal form and with the rules of bona fides, the entire 
nn on sale may be taxable to the donor. The 
courts have decided many cases on this point both 
for and against taxpayers, depending upon the facts 
and circumstances attending each particular case. 


Tax-Exempt Securities 


HE plan of investing in tax-exempt securities 

is so well known and established as a legitimate 
way of avoiding tax that explanation or comment 
on the practice seems altogether unnecessary. 


Family Partnerships 


NINCORPORATED businesses under individ- 
ual proprietorship or under the ownership, 
control, and direction of a few individuals may well 
be organized in partnership form where other cir- 



























































































































578 THE TAX MAGAZINE 


cumstances than tax considerations permit. Such 
partnerships may include the husband and wife type 
of partnership in some states, but some states do not 
permit husband and wife partnerships. State law 
must govern the legality of such partnerships. 


Where state law permits, there is nothing to pre- 
vent a taxpayer from making a gift to his wife, either 
in property or money, paying any necessary gift tax, 
and subsequently admitting her into a bona fide busi- 
ness partnership, allowing her to invest the gift 
property as her contribution of capital in the busi- 
ness. Thereafter she would be entitled to receive 
her proper share of the partnership income which 
might be reported on a separate individual return. 
The resultant saving in surtax has already been 
pointed out. 

Restrictions sometimes preventing husband and 
wife partnerships do not apply to emancipated chil- 
dren or to other members of the family. 

As to the conditions attending gifts preliminary 
to family partnerships, the reader is referred to the 
foregoing discussion of gifts. 

In all such partnerships it is necessary that the 
partnership agreement be clearly stated in a formal, 
legal way in articles of co- partnership. ‘Taxpayers 
should, of course, seek competent legal assistance 
and counsel in matters of this kind. 


Close Corporations 


ANY close, or “family type” corporations are 

in fact partnerships i in every sense of the word 
except in the eyes of the law. The income of busi- 
nesses conducted under this form of organization is 
often subject to double taxation—that is, it is taxed 
to the corporations and again to the individuals 
when it is paid out in the form of dividends. In 
recent years this tax burden has become heavy. So 
long as the corporate form of organization is main- 
tained, however, this double tax burden will continue 
to exist—perhaps to increase, for taxes on corpora- 
tions indeed are legion. Many of these taxes have 
already been listed above, and to increase the list 
to include all the miscellaneous state and Federal 
taxes would serve no useful purpose here. 


Control of Income 


Yh fbainhone income may sometimes be controlled in 
a number of ways which will alleviate the tax 
burden. Involved in such procedures are three im- 
portant factors: (1) The total taxable income in a 
given taxable year, which determines the surtax 
rates that apply; (2) the time at which it is desired 
to complete a particular transaction; and (3) the 
manner in which the transaction should be com- 
pleted in order to accomplish the desired tax result. 
Approximate predetermination of the tax liability 
resulting from a contemplated transaction is not 
only possible but in many cases is absolutely neces- 
sary if the transaction is to be advantageously con- 
cluded. Space does not permit a comprehensive 
discussion of many plans for the legitimate control of 
income. The following suggestions should, there 


fore, be recognized for exactly what they are—mere 
, or ideas in embryo which are not intended 


sketches 
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to constitute a complete list of possible ways to 
control income: 


1. Taxpayers having profits in the stock market 
may, near the end of the year, deliberately plan to 
sell other securities or capital assets at a loss solely 
to reduce the amount of their otherwise taxable in- 
come. This procedure is economically feasible only 
in cases where a book loss or a shrinkage in market 
value has already occurred and where the procedure 
simply reduces to the status of a completed business 
transaction that loss or decline in value which is 
already an established economic fact. Such declines 
in value are often temporary, and the plan ought to 
envisage the reinvestment of the proceeds of sale. 
To establish such losses for tax purposes, the sales 
must not be made to the immediate members of the 
taxpayer’s family, and the taxpayer must not repur- 
chase the same property within 30 days after the sale 
of it. In the case of stocks and securities, compli- 
ance with Section 118 of the Revenue Act of 1936 
concerning “wash” sales is simple by merely switch- 
ing into another security of equivalent worth and 
profit possibilities. 

2. If a taxpayer already has an unusually large 
income in a particular year, in addition to which he 
has an opportunity to sell certain property at a sub- 
stantial profit, he may defer the sale to another 
taxable year when his other income would be less. 
If that should not be feasible, he might convey the 
property under lease, giving the lessee and prospec- 
tive vendee an option to buy at a specified future 
time. 


3. Sales of property may be completed on an in- 
stallment basis, thus spreading the profit on sale over 
a period of several years. 


4. Long-term contracts may also be used in some 
cases to spread income over a period of several 
years which might otherwise be taxable in one year. 


5. There have been cases in which the officers 
of the “family type” of corporation have caused all 
or part of their salaries to be cancelled, or have 
caused dividends to be passed or reduced to their 
ultimate advantage. Excessive use of this plan may 
ultimately subject the corporation to the penalty sur- 
tax for the unreasonable accumulation of surplus, or 
use of the corporation to prevent the imposition of 
surtax on the stockholders. This plan, therefore, has 
a very limited field of application, but it has a certain 
usefulness if reasonably used, even in spite of the 
new surtax on undistributed profits, as we shall see 
later on. 

6. Investors may sometimes gain a tax advantage 
by taking the precaution to establish conclusive evi- 
dence as to the identity of particular lots of securi- 
ties sold, thus avoiding the “first in, first out” rule. 

7. Many taxpayers may improve their general 
economic security and reduce their tax burden by 
purchasing annuities. 


Liquidation of Corporations 


VERY simple and obvious way to escape the 
multitude of corporation taxes is to dissolve the 
corporation and to continue the business either as 
an individual proprietorship or on a _ partnership 
basis. For present purposes, no consideration will 
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REDUCTION OF 


be given to factors not relating directly to the tax 
advantages and disadvantages involved in such a 
change in the form of business organization. 


After enumerating the advantages of such a change 
in the form of organization, the next step should be 
to count the cost, that is, to consider the disadvan- 
tages. 

In the first place, we find that the Revenue Act 
considers that the liquidation of a corporation and 
the attendant transfer of assets to its stockholders 
in exchange for, or in lieu of, their stock (which has 
to be surrendered) is, for tax purposes, exactly 
equivalent to a sale of the stock for cash. This 
means that a taxable profit may result, merely from 
changing the form of a business organization from a 
corporation to a partnership or an individual proprietor- 
ship, even though exactly the same people continue to 
own and operate the business. The measure of this 
theoretical, but none the less taxable, profit is the 
difference between the fair market value of the net 
assets (total assets less liabilities) at the time of 
liquidation and the cost to the stockholders of their 
stock, 

For example: A corporation was organized some 
twenty years ago and capitalized for $25,000, which 
was paid in cash, or in property which cost that 
amount. The corporation has been prosperous and 
most of its profits have been kept in the business 
for corporate purposes (expansion or other uses) 
until the present fair market value of the corpora- 
tion’s net assets is $100,000. The stockholders de- 
cide it is desirable to change from the corporate to 
the partnership form of organization. Under the 
revenue laws the stockholders would realize a tax- 
able gain of $75,000, merely for making the change in 
form of organization. The surtax alone on $75,000, if 
received by a single individual having no other in- 
come, is $17,050. And ona purely theoretical profit! 

In most cases not all of this theoretical profit 
would accrue to one individual, but would belong to 
the several stockholders in proportion to their re- 
spective stockholdings. Then, in most cases, the 
stockholder would have held their stock for a period 
of time which would qualify the transaction to the 
benefits of the capital gain provisions of Section 115 
(c) and 117 (a) of the Revenue Act of 1936. As- 
suming, in the foregoing example, that all of the 
stockholders had held all of their stock for more 
than ten years, the amount of the theoretical profit, 
or capital gain of $75,000, which would be subject to 
tax under the aforesaid Section 117(a) would be 
30 per cent thereof, or $22,500. The surtax on a 
total income of $22,500, subject to surtax, if received 
by a single individual having no other income would 
be $1,645. 

After a business organization has been changed 
from a corporation to a partnership basis, the fore- 
going discussion of partnerships would become 
applicable. 


Reorganizations 


l NDER certain conditions, corporate reorganiza- 

tions may be availed of as a means of reducing 
taxes. In most cases where adequate reasons for 
reorganizations exist, such reorganizations may be 
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used very effectively, particularly by close corpora- 
tions with consistent earnings records, for the avoid- 
ance of corporation income tax if the reorganization 
plan should result in the issuance of interest-bearing 
securities to take the place of part of the capital 
stock outstanding prior to reorganization. The in- 
terest to be paid on such securities would, of course, 
become a proper charge against corporate income. 
The result simply is that interest might be paid on 
part of the invested capital and taken off as an ex- 
pense, whereas dividends on capital stock may not 
be so deducted. 

It is not as simple as it sounds, however, for the 
rules governing reorganizations are very technical 
and must be strictly observed. Taxpayers should 
obtain competent tax counsel before beginning the 
process of exchanging corporation assets from cor- 
poration to individual or to other corporations, or 
trading stock for property, or vice versa, or in any 
way tampering with the existing capitalization. The 
pitfalls which must be avoided are many, and some 
of them are deep, vawning, cavernous. 


Inter-Company Transactions 


ECTION 45 of the Revenue Act authorizes the 
Commissioner to distribute, apportion, or allo- 
cate gross income or deductions between or among 
organizations, trades, or businesses owned or con- 
trolled directly or indirectly by the same interests 
if such action is necessary to prevent evasion of taxes 
or clearly to reflect the income of any of such organi- 
zations. 


It should be noted that the Act used the word 
“evasion” and not the word “avoidance.” We have 
already discussed the difference in the meaning of 
these two words. 

Tt should also be noted that Section 45 is phrased 
in broad, general terms which have yet to be inter- 
preted by the courts and applied to specific cases. 
It is clear, however, that the intent of the Act is to 
prevent the unfair use of inter- company transactions 
in the evasion of taxes. Nevertheless, it is still pos- 
sible, within reasonable limitations, to take legal 
advantage of an affiliated relationship in avoiding 
tax. 


Foreign Business 


ANY American corporations transacting a fair 

volume of business in Canada, Mexico, or 
other foreign countries may find it desirable to or- 
ganize corporations under the laws of such countries 
to carry on their foreign business. The circum- 
stances in particular cases would be the deciding 
factor. 


Special Bonuses 


HE use of special bonuses as a means of avoid- 
ing corporation taxes may be futile in the case 
of some officers and directors. The facts attending 


each case would govern that particular case. Many 
taxpayers hesitate to put into effect desirable in- 
creases in the pay of their employees, although cur- 
rent profits would permit, because of the present 
uncertainty as to futu.e outlook or apparent busi- 
ness instability in some industries. 


The situation 
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might be met by paying special bonuses to employees 
without changing their regular rates of pay. These 
bonuses to employees would not be subject to the 
same restrictions which apply to officers, directors, 
and stockholders. Assuming the normal tax and 
undistributed profits surtax to average 22 per cent, 
it would actually cost the taxpayer only 78 per cent 
of the amount of the bonuses to employees, for the 
saving in tax would be offset against the bonus. 


Pension Trusts 


NDER Section 23 (p) of the Revenue Act of 

1936 an employer may set up a trust fund as 
part of a stock bonus, pension, or profit sharing plan 
for the exclusive benefit of some or all of his em- 
ployees and take the amount of his contribution to 
such fund as a deduction. The proceeds of such a 
fund are taxable to the beneficiaries (employees) as 
and when it is paid to them or made available for 
them to draw upon. 


In the case of corporations, officers are considered 
as employees and may participate as beneficiaries of 
the pension fund. 


Abandonment or Sale of Assets 


N MANY cases it will save more in taxes merely 

to abandon assets than could be realized from 
sale at scrap or nominal values because of the re- 
strictions on the deduction of capital losses. 


Deals with Stockholders 


ONTRACTS with stockholders for the payment 

of rents, royalties, commissions or other income 
are subject to close scrutiny and strict regulation, 
but may often be used to advantage provided the 
requirements of bona fides are observed. 


Affiliated Companies 


NVESTMENTS in affiliated or associated compa- 

nies such as branches, distributors, dealers, agen- 
cies, or licensees usually should be in the form of a 
secured debt and not in the form of capital stock 
in order to avoid the possibility of incurring some 
of the penalties intended to apply to holding com- 
panies, including a measure of double taxation on 
inter-corporate dividends. If the investment is in 
a hazardous enterprise, and that enterprise should 
be abandoned, the entire loss on the bad debt would 
be deductible, whereas on liquidation of the asso- 
ciated company there might be a considerable por- 
tion of the loss on capital stock which could not be 
deducted. 


Bad Debts 


UCH space could be devoted to the question 

of bad debt losses, but perhaps it will be suffi- 
cient for our purpose here to say that sometimes it 
is possible to accelerate or retard the processes of 
determination of a debt to be worthless. A taxpayer 
may not, however, close his eyes to obvious facts or 
to conditions which may reasonably be understood 
and appreciated simply in order to deduct a bad debt 
at a convenient or advantageous time. It is impor- 
tant to remember that a bad debt loss is deductible 
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in the year in which it is ascertained to be worthless, 
and in no other year. 


Surtax on Undistributed Profits 


O THE extent that corporations are prevented 
from paying dividends by contracts entered into 
prior to May 1, 1936, they are exempt from the tax 
on undistributed profits. For other corporations, 
the only way to avoid all the surtax on undistributed 
profits is to pay out as dividends all the profits which 
would be subject to the tax. 
Tax savings are possible in many cases by regula- 
tion of the amount of dividends paid. For example, 
let us assume: 


1. X owns 100 per cent of the stock of Y corpora- 
tion. 


2. X has an income of $12,000 for 19306. 


*3. Y corporation has an income of $60,000 for 
1936. 


The question is: How much of a dividend should 
the Y corporation pay to effect the least combined 
tax liability for X and Y? Ignoring all factors ex- 
cept those above stated, and confining our calculation 
strictly to the taxes on X as an individual, and the 
normal income tax and surtax on undistributed prof- 
its on Y as a corporation, the answer is as follows: 


X—Individual taxes 


Dividend Total tax 
None : $ 1,927.00 
$10,000 .. ; 4,037.00 
FOG ..... 5,237.00 
20,000 6,532.00 
1) 9,497.00 
i) 17,377.00 
Y—Corporation taxes 
Dividend Total tax 
None .. : ' .. $18,532.80 
$10,000 15,832.80 
SHOUD . occ. 14,482.80 
20,000 ..... 13,132.80 
30,000 . 10,889.60 
50,000 7,991.20 
Combined taxes of X and Y 

Dividend Total tax 
None ... $20,459.80 
$10,000 .... 19,869.80 
15,000 19,719.80 
20,000 19,664.80 
30,000 20,386.60 
50,000 . 25,368.20 


The nature of the problem confronting individual 
and corporation taxpayers, particularly in close or 
“family type” corporations is clearly shown in the 
foregoing example, in which exactly the same income 
may be taxed at rates varying from 33 per cent to 
42 per cent, simply because a greater or smaller 
amount of dividends are paid. The percentages of 
tax in this example may vary widely in other cases, 
both as to minimum and maximum rates. 

With respect to the circumstances under which 
dividends are considered paid, Section 27-1(b) of 
the Undistributed Profits Tax Regulations (T. D. 
4674, X V-32-8238 (p. 2) ) provides, inter alia, that if a 
corporation, instead of paying the dividend directly 
to the shareholder, credits the account of the share- 
holder on the books of the corporation with the 
amount of the dividend, the credit for the dividend 
(Continued on page 628) 
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T IS obvious that taxation is only one factor to 

be considered in determining the proper form 

of business organization. However, the im- 
portance of such part as it may play will depend 
solely on the difference in the percentage of the 
business income that is taken by taxation under the 
different forms. In determining this percentage 
it is necessary to include both the taxes paid by the 
business directly and the taxes paid by the owners 
of the business when they receive the profits. Under 
the corporate form the profits may be distributed as 
salaries, dividends or interest, or some combination 
of these methods. 


Since the taxes paid individually by a stockholder 
of a corporation on the portion of its profits received 
by him will depend, to a large extent, on his other 
income and his allowable deductions from gross in- 
come and, since conditions may vary widely among 
different stockholders, the problem becomes compli- 
cated to an unsolvable degree when a large number 
of stockholders are involved or when the income re- 
ceived from the corporation in some form is only a 
minor part of the total income of the stockholder. 


Therefore, the following types of corporate or 
ganization are eliminated from this discussion at the 
start: 

(1) Where the number of stockholders is large. 


(2) Where the income received from the corpo- 
ration is a small percentage of the total in- 
come of the major stockholders. 


(3) Where the major stockholders are not directly 
concerned in the conduct of the business. 


The above eliminations cover a good percentage 
of corporations—probably most of the larger ones. 
However, the habit of doing business under the cor- 
porate form has become so widespread in recent 
years that a large number of corporations remain. 
These corporations are usually of the close or family 
type and are often conducted very much as though 
they were sole proprietorships or partnerships. The 
advantage of the corporate form is limited mainly 
to the limited legal liability of the corporate form. 
Whether or not such limited liability is worth the 
price that will be paid in additional tax liability is a 
matter that has to be determined for each case on the 
peculiar facts pertaining to it. 

Heretofore, Federal income taxes have always 
been somewhat’ more severe on the corporate form 
in that dividends have been exempt only from the 
normal tax and the rate of the normal tax on indi- 
viduals has been less than the corporate rate. But 
this has been offset to a considerable degree by the 
fact that surtaxes have always exempted a certain 
sum before becoming applicable and the rates have 
been on a graduated scale, each increase in the rate 
applying only to the sum in excess of the preceding 
bracket. In actual practice, the ability to level off 
taxable income by paying dividends out of accumu- 
lated corporate earnings at such times as it was 
advantageous to the stockholder has made the cor- 
porate form usually preferable from the tax point 
of view. It is true that recent Federal revenue acts 
have contained special taxes on undue accumulations 
of surplus for the prevention of surtax on stock- 
holders. Also, more recently, there has been a spe- 
cial tax on undistributed earnings of personal 
holding companies. But there have been adminis- 
trative difficulties in enforcing these special taxes 
and up to the present time no great amount of reve- 
nue appears to have been derived therefrom. It is 
a fair assumption that the future policy of the United 
States Treasury Department will be a more strin- 
gent enforcement of these special tax provisions 
rather than otherwise. 


In addition to these special taxes on undue accu- 
mulation of surplus for the prevention of surtax on 
stockholders and on undistributed earnings of per- 
sonal holding companies, the 1936 Federal Revenue 
Act contains a capital stock tax levied against cor- 
porations and an excess profits tax the amount of 
which depends largely on the amount of capital stock 
tax paid. The excess profits tax is not a tax on ex- 
cess profits but a penalty if the corporation makes 
the wrong guess and declares a value on its capital 
stock that is too low. With rates such as are im- 
posed by the 1936 Federal Revenue Act these taxes 
become a serious matter to the corporate taxpayer 
if the declared value of its capital stock is not sub- 
ject to change for several vears. While these two 
taxes have been in effect for several years in only 
one of such years did the prior declaration of value 
have to stand. When the declaration of value is 
made as of July 31st it is usually possible to closely 
approximate the earnings of that current calendar 
year since seven twelfths of it has already expired. 
However, if such declaration is to stand for several 
years the corporate taxpayer, to be safe, must place 
a declared value on its capital stock of ten times the 
earnings of the best vear of the period. Of course, 
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it is impossible to do this under ordinary conditions 
and the declaration of value can be little more than 
a guess so far as minimum tax liability for both cap- 
ital stock and excess profits taxes are concerned. 


Many states now levy an income tax in some 
form. In the State of Ohio there is no direct income 
tax but there is a personal property tax on intan- 
gibles that is in effect a tax of 5 per cent on dividends 
and interest received by the stockholder. The tax 
does not apply to a corporation on dividends received 
by it. 

The new provision in the 1936 Revenue Act levy 
ing a surtax on corporations on undistributed earn. 
ings, together with the retention of the other taxes 
mentioned, makes it usually advisable for the type 
of corporation here discussed to distribute its entire 
taxable income to stockholders—so far as Federal 
taxes are concerned. The imposition of the surtax 
on undistributed corporate earnings gives no prefer- 
ence to such earnings when, and if, such earnings 
are distributed in a later year. While it may happen 
that the payment by the corporation of a surtax on 
undistributed earnings and the payment of such 
earnings to the stockholders in a subsequent year 
will result in a lesser combined tax it would seem 
more likely that the result would be the opposite. 
It is certain that the distribution by the corporation 
of all its earnings for the current year will result in 
the lowest tax liability for the corporation alone. 


A business conducted as a sole proprietorship or as 
a partnership is not liable for Federal income tax on 
its earnings nor the capital stock and excess profits 
taxes levied only against corporations. The owners 
are liable under the 1936 Federal Revenue Act for 
the entire portion of such earnings as accrue to them 
but they are not liable for any tax on such earnings 
under the Ohio Personal Property Tax Act. Since 
the 1936 Federal Revenue Act does not exempt cor- 
porate dividends from the normal tax imposed on 
individuals, business earnings of a sole proprietor- 
ship or partnership bear exactly the same Federal 
income tax burden as do corporate earnings when 
distributed by the corporation. 


The advantage in total tax liability that may ac- 
crue by the use of the sole proprietorship or part- 
nership as the form of business organization rather 
than the corporation may best be shown by a hypo- 
thetical case. Property taxes have been disregarded 
in the computations since the form of business or- 
ganization would have no effect. The facts to be 
assumed are as follows: 


(1) A and B conduct a business under the corpo- 
rate form with an Ohio charter. They own 
the entire capital stock of the corporation 
equally. 


(2) The actual investment in the corporation at 
the beginning of the taxable year is $300,000 
and the corporation has been in existence more 
than ten years. The original cost of the stock 
to A and B was $150,000 and there is a profit 
and loss surplus of $150,000. 


(3) During the taxable year the net income of the 
business is $100,000 before deducting any 
sums paid to A and B as salary. They each 
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draw a salary of $15,000 for the year. The 
net taxable income of the corporation for Fed- 
eral tax purposes is $70,000. 


(4) The sums derived from the business consti- 
tutes the net taxable income of both A and B. 
Each has a personal exemption of $2,500 and 
a deduction of $800 for dependents. 

(5) Both are residents of the State of Ohio. 


The total tax liability of the business and the own- 
ers under the 1936 Federal Revenue Act and the 


Ohio Personal Property Tax Law would be as fol 
lows: 


Under Corporate Form Business 








Federal Income ..... $9,340.00 
Federal Capital Stock 700.00 
Federal Excess Profits ....... ae 
Federal Surtax seria 
Ohio Franchise 300.00 $10,340.00 
A and B (Each) im 
Federal Income and Surtax $8,078.50 
Ohio Personal Property 1,750.00 $19,657.00 
$29,997.00 


Non-Corporate Form (Partnership) 
Business None 


A and B (Each) 


Federal income and surtax $8,637.00 
Ohio Personal Property base $17,274.00 
Difference ......... se ee Si $12,723.00 
Percentage of Total Business Earnings .... «a's hee 


In the above illustration the liquidation of the 
corporation and the formation of the partnership 
between A and B would result in a capital gain of 
$150,000. It is assumed that the actual value of the 
assets of the corporation is exactly the net worth 
shown by the books. If the entire amount of the 
capital gain accrued during one taxable year there 
would result in the sum of $22,500 being added to 
the taxable income for that year of both A and B 
($75,000 at 30 per cent, the applicable bracket) and 
there would be an addition to each of their personal 
Federal tax returns of $8,607 tax liability, on the 
basis of other taxable income used. However, this 
is not an additional tax since exactly the same result 
would ensue if one or both had sold their stock in 
the corporation for its book value. The tax appli- 
cable to the capital gain from liquidation of the cor- 
poration would be somewhat reduced if the gain was 
spread over two or three years. 

Where the income of one or a few persons is 
largely derived from the conduct of some business 
enterprise there is a material saving in total income 
tax liability when the non-corporate form of busi- 
ness organization is used. Since it is rare that a 
business enterprise is carried on over a number of 
years and every year shows a profit, the percentage 
of the business income that may be taken for income 
tax purposes under the corporate form may be very 
large. Under the above illustration, if a taxable 


profit of $100,000 was earned for two succeeding 

years with a loss of the same amount for the third 

year, the percentage of net earnings over the three- 

year period that would be paid for income tax would 
(Continued on page 631) 
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By SETH T. COLE* 





ITHOUT doubt, the most unsatisfactory 
W feature of the American system of income 
taxation is the treatment of capital gains and 
losses for income tax purposes, a feature that does 
not enter into the British system. While at first 
blush it may appear to accord with equitable con- 
ceptions to reason that one who increases his capital 
through appreciation in value is thereby endowed 
with as much taxpaying ability as one who is the 
recipient of ordinary income, a careful study of the 
problem will show convincingly that it is highly in- 
equitable to measure the income tax by capital gains 
and losses. Furthermore, the evils attendant upon 
the taxation of capital gains and the allowance of 
capital losses as an income tax deduction, and the 
effect of such practices upon the economy of the 
Nation, are more than sufficient to outweigh any 
revenue benefits accruing therefrom. Perhaps capi- 
tal gains ought not to be wholly exempted from tax 
liability, but, if they are to be taxed at all, it should 
be at a rate that is extremely moderate and at the 
Same time certain, so that the extent to which the 
taxes imposed may affect business transactions may 
be definitely known and calculated. 
A review of the legislation respecting the income 
tax treatment of capital gains and losses will show 
a definite trend toward unfairness, in the sense that 





* Deputy Commissioner and Counsel, New York State Department of 
Taxation and Finance. Paper presented, August 26, 1936, before “The 
= Clinic” of the American Bar Association, at its convention in 

oston,. 


Treatment of Capital Gains and 
Losses for Income Tax Purposes 


the effort seems to be to reach and tax an ever in- 
creasing percentage of gains, through limitation of 
deductions on account of losses. True, there have 
been some concessions designed to alleviate the tax 
burden of those who may be said to be investors, as 
distinguished from speculators, but even these have 
produced more undesirable economic effects than 
those which resulted under the simple method of 
merely including capital gains in gross income and 
permitting the offsetting of capital losses in full. 


Tax laws should not be designed alone to produce 
revenue. That end could be accomplished with little 
effort by a thousand different devices. Far more im- 
portant than the actual production of revenue is the 
devising of exactions that will have the least un- 
favorable effect upon business transactions and that 
will tend to increase the Nation’s economic resources 
and the National income. It would be much easier 
to pay the present combined Federal, state and local 
tax bill, estimated at $11,000,000,000, from the recent 
National income of $80,000,000,000, than to pay it from 
a National income of $53,000,000,000, the estimated 
figure for the year 1935. By that I do not mean to 
imply that the reduction in National income has re- 
sulted wholly or in major part from inequitable tax 
provisions, but merely to emphasize that our tax 
laws should be so designed as to interfere as little 
as possible with business. 


During the last seven years, the United States has 
gone from the peak of inflationary illusions to the 
depth of deflationary realities. Income taxes applied 
to capital gains and losses have played an important 
part in producing both of these extremes. When we 
were riding along on the crest of the wave, markets 
for real estate and securities were artificially stimu- 
lated because of reluctance of investors to realize 
profits for fear of income tax repercussions. As a 
result, potential gains were not reflected in income 
tax returns. When the reaction set in and losses 
were forced upon us, these reduced the income which 
otherwise would have been subject to tax, and Gov- 
ernment found itself without adequate funds at the 
time when they were most needed. We are now on 
the verge of a new economic era. Recovery is under 
way. Government should do its full share to pro- 
vide a foundation upon which the new structure 
that will arise may be securely seated and, profiting 
by the experience of the past, should avoid the er- 
rors that produced the twin evils of inflation and 
deflation, so far as it is possible to do so. A most 
important step to that end would be the rectification 
of our income tax laws. 


John Marshall, when he was Chief Justice of the 
United States said,? “the power to tax includes the 
power to destroy.” He might well have added that 
the power to tax includes, or has a definite relation 
to, the power to rebuild. Now is the time for the 


1M’Culloch v. Maryland, 4 Wheat. 316, 431. 
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exercise of the latter power, and for that reason cap- 
ital gain and loss provisions in income tax laws as- 
sume an even greater importance than they have in 
the past. The entire subject should be reexamined, 
and necessary readjustments made. 


As was said in the report of the Committee on 
Taxation, presented at the Fifty-ninth Annual Meet- 
ing of the New York State Bar Association in Janu- 
ary of this year, in relation to income tax gain and 
loss provisions: 

It must be emphasized that we are not treating a mere 
definition of income, as employed in taxing statutes, but 
that we are dealing with a vital economic agency which 
affects the welfare of all of the people. 

To briefly trace the history of capital gains and 
losses under the Federal income tax, we find that 
originally gains were made a part of the gross in- 
come and losses were deductible in full in arriving 
at the net income, to which the normal and surtax 
rates were applied. Because of the untoward re- 
sults produced by this method, both with respect 
to revenues and the effect upon taxpayers, changes 
were made. At one time a maximum rate of 12% 
per cent was applied to net capital gains, provided 
the capital assets had been owned by the taxpayer 
for a certain period. Deductible capital losses were 
limited to the amount of capital gains, and the per 
missible gain or loss depended upon the period the 
capital asset had been in the possession of the tax- 
payer. Now, net capital gains are added to other 
net income, and the total net income thus derived 
is taxed at the regular normal and surtax rates, but 
the amount of gains recognized is based upon the 
period that the capital asset has been owned by the 

taxpayer running from 30 per cent if the asset has 
been owned by the t axpaver for more than ten years, 
to 100 per cent if it has heen owned by the taxpayer 
for not more than one year. Like percentages of 
net capital losses are permitted as a deduction, but 
these are limited to the amount of recognized capi- 
tal gains, plus the further sum of $2,000. "The theor Vv 
of the percentage basis is that capital gains and 
losses are, or may be, spread over the period during 
which the asset has been owned by the taxpayer 
and should not be assigned to the year in which dis 
position of the asset occurs. Of course, the percent 
age rule does not apply to corporations. 

The limitations upon a paper of this character 
prohibit an exhaustive resumé of the provisions of 
state income tax laws. Suffice it to say that, in gen- 
eral, the points that are made with respect to the 
Federal statutes may be applied to the situations 
existing in most of the states which have income tax 
laws, although it is encouraging to note that the 
States of Iowa and South Dakota have already recog- 
nized the wrongs inherent in the existing capital 
gain and loss income tax provisions and have wholly 
excluded such gains and losses from their income 
tax bases. 


Economic Arguments Against the Tax 


ET it be understood that the constitutional va- 
lidity of the provisions under review is not at 
tacked. In fact, any question of constitutionality 
that existed was settled in Merchants’ Loan & Trust 
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Company v. Smietanka.2, My arguments are not legal 
in nature, but economic. I seek to establish that 
sound governmental policy calls for a revision of 
viewpoint on this vitally important subject. Fur- 
thermore, I hold no brief for the speculator. He is 
not much concerned about taxes on capital gains. 
Indeed, he may not know until the end of the tax 
year whether he has netted a gain or a loss. The 
tax element to him is almost negligible. I do speak 
for the multitude of bona fide investors engaged in 
normal business activity to whom the tax, as ap- 
plied to capital gains, constitutes a very real prob- 
lem and who far outnumber and have vastly more 
at stake than those whose transactions involve the 
turn of the wheel of chance. ° 

When realization of profits is retarded by the men 
ace of exorbitant taxes, and assets become frozen in 
the hands of those who possess them, an unnatural 
market is produced. Prices skyrocket, interest rates 
increase and credit is unnaturally inflated. Toa con- 
siderable extent, the inflation of values which culmi- 
nated in 1929 may be attributed to this cause, and, 
unless something is done about it, it may well be 
that the sad experience through which the Nation 
has been passing may be repeated in the future. 

Economists will debate as to the real nature of 
capital gains and losses. Some maintain that they 
are not elements of true income, and some take the 
opposite view. However that may be, there does 
not appear to be doubt that capital gains and losses 
are of an entirely different nature than ordinary and 
recurrent income and cannot be successfully merged 
with the latter for income tax purposes. 

The present Federal provisions discriminate be- 
tween taxpayers because they consider capital gains 
and losses only on a realized basis at the time when 
the capital asset is disposed of, which is to say that 
they deal only with capital gains and losses arising 
from consummated transactions. Capital gains are 
as much capital gains, and capital losses are as much 
capital losses whether realized or not. If it were 
feasible to evaluate each person’s capital at the be 
ginning and at the end of each tax period, taxing 
net gains and allowing net losses, much more equi 
table results might be attained than under existing 
laws, but such a plan would be wholly unworkable. 
As it is, a taxpayer seeking to establish a loss upon 
a given security is able to accomplish that result by 
disposing of it and by immediately investing the pro- 
ceeds of the sale in a like security. His actual posi- 
tion is unaltered, and the Government is the only one 
affected. On the other hand, when a taxpayer has 
a profit, he is loath to realize it because of the neces- 
sity of investing the proceeds in like securities. 
which will leave his position the same as it was, 
except that he will be the loser to the extent of 
the tax. 

Illustrations which clearly bring out the point 
which I have just made come readily to mind. A 
simple one would be the case where two persons 
each acquire an undivided one-half interest in a par 
cel of real property at a cost to each of $25,000. 
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After a period of a few years, the value of the real 
property enhances so that it is worth $130,000, and 
each owner has a profit of $40,000. If one owner 
sells, his profit is subject to the income tax, but the 
other owner, who does not sell, is not subject to the 
tax, although he has precisely the same gain as the 
one who does sell. It follows, therefore, that the tax 
in such a case is not upon the income but is upon 
the act of the one owner in selling. While it may 
be possible to justify the imposition of some kind of 
a tax on the act of selling and realizing the profit 
in money or some other form of property, it does 
not seem that there is any justification for treating 
the profit as income merely because there has been 
a change in the nature of the property. 


Tax Not Fiscally Sound 


AM convinced that the taxation of net capital 

gains is not good business for Government. When 
things are booming, tax revenues from all sources 
are swollen, and Government finds itself in posses- 
sion of large revenues, for some of which it is diffi- 
cult to find an avenue of disbursement. This leads 
to the launching of governmental ventures which in 
less prosperous times would not have been under- 
taken. The capital gains tax plays its part in build- 
ing up the revenues during such a period. When 
business goes stale and depression overshadows, the 
opposite happens. Then it is that tax revenues are 
most needed, but there are no net capital gains to 
tax. This is substantiated by the Preliminary Re- 
port of a Subcommittee of the Committee on Ways 
and Means on Double Taxation (1932), which, at 
page 76, states: 

It is important to note that our past method of treating 
gains and losses has been a tremendous revenue producer 
in boom times and a corresponding revenue destroyer in 
times of depression. 

If the capital gain and loss provisions were to be 
eliminated from income tax laws, there would be a 
greater stability of revenue. Beneficial results would 
be obtained, both in periods of expansion and de- 
pression. 


Interesting statistics on this point are found in 
the Report of the Committee on Double Taxation 
just alluded to. It appears at page 77 of that report 
that during the years 1917 to 1925, inclusive, net 
gains and net losses from the sale of assets, as shown 
by income tax statistics, almost balanced, the net 
gains amounting to $9,701,571,140, and the net losses 
amounting to $9,739,332,423. It further appears 
that during the inflation in the years 1926 to 1929, 
inclusive, net gains were greatly in excess of net 
losses, the former amounting to $14,765,606,773, 
whereas the latter amounted to only $1,740,615,851. 
For the year 1930, the net gains and net losses were 
again about balanced, being $1,325,062,653 and 
$1,294,760,209, respectively. The report does not 
go beyond 1930, and we. are left in the dark as to 
what has transpired since, but it is probable that 
the large balance in favor of capital gains piled up 
during the years 1926 to 1929, inclusive, has been 
largely, if not wholly, offset. It is doubtful if there 
ever will be reliable income tax statistics for the 
depression period so far as capital gains and losses 
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are concerned, because the losses so far exceeded 
the gains that many taxpayers neglected to refer to 
them in their returns in view of the fact that no 
benefit would accrue from setting them up. 

The point that has been made respecting instabil- 
ity of revenue as the result of taxing capital gains 
and exempting capital losses is corroborated by the 
experience in England and certain other European 
countries where capital gains and losses do not enter 
into the income tax computation. In England the 
income tax is a more stable source of revenue than 
here. From 1923 to 1933, inclusive, the maximum 
annual revenue from the British income tax was 
only 35 per cent above the minimum revenue, but 
during that same period the maximum annual rev- 
enue from the United States income tax was 280 
per cent above the minimum revenue. British maxi- 
mum annual revenue from income tax during the 
same period was only 19 per cent above the average 
and the minimum 11 per cent below it. The United 
States maximum annual revenue during this period 
was 48 per cent above the average and the minimum 
was 61 per cent below it. 

Tax switching is a favorite device employed by 
taxpayers for the purpose of regulating tax liability. 
Capital gain and loss provisions of income tax laws 
lend themselves to such manipulation by the tax- 
payer. A person who has a loss in a given security 
will sell it and invest the proceeds in a similar se- 
curity merely for the purpose of establishing the 
loss to offset against gains on other transactions. 
Efforts have been made to surround this practice by 
amendments to the laws, but it is not possible to 
wholly accomplish that end. Capital losses are al- 
ways realized when a tax may be avoided by so 
doing, but the realization of a capital gain will often 
be prevented because of the tax element involved. 

Capital gains are usually taxed at much lower 
rates than those at which capital losses are exempted. 
In 1929, the maximum Federal normal tax rate was 
4 per cent, and the maximum Federal surtax rate 
was 20 per cent. Under the Revenue Act of 1932, 
the maximum Federal normal tax rate was 8 per 
cent, and the maximum Federal surtax rate was 55 
per cent. Gains were taxed at the low rates, and 
losses were used to offset income that otherwise 
would have been taxable at the high rates. It was 
because of this that the more recent Federal provi- 
sions limiting the amounts deductible for capital 
losses to the amounts included as capital gains were 
enacted. While this change has had a tendency to 
increase the income tax revenues, it clearly demon- 
strates that capital gains and losses have no place 
in the income tax structure. If all capital gains are 
to be included in calculating the tax, fairness dic- 
tates that all capital losses should be deductible. 

The fact that capital gains and losses are treated 
on an annual basis, in and of itself is grossly unfair 
to taxpayers, and the unfairness is accentuated when 
deduction of losses is limited. 

Although it would probably be difficult to prove 
by statistics, it is highly probable that when all is 
said and done the Nation’s treasury has not been 

(Continued on page 636) 


































































































































































































































































Collecting the 
Revenue~Current 
Developments 


ERMIT me to take this opportunity to express 
P the appreciation of the Bureau of Internal Reve- 

nue to the American Bar Association for the 
opportunity which it has afforded through its Tax 
Clinic of bringing together members of its special 
committee on Federal taxation and officials of the 
Bureau for an exchange of views on tax problems. 
The following figures point to the need for these 
meetings. For the fiscal years 1917 to 1936 inclusive, 
the Bureau administered collections in taxes amount- 
ing to $59,130,051,526.89, and in doing so dealt with 
139,742,622 returns. During this period the Bureau 
assessed additional taxes of $7,141,744.157.02; made 
tax refunds of $1,490,741,692.53, and credited or 
abated taxes totaling $3,117,681,103.63. The addi- 
tional tax assessed amounted to $2,533,321,360.86 
in excess of the amount refunded, credited and 
abated. For the past fiscal vear the Bureau made 
changes involving $369,080 233.00 in 410,626 in- 
come tax returns. Past experience indicates that 
only about 2,500 of these cases will eventually come 
to trial on the merits before the United States Board 
of Tax Appeals or the Federal courts. Issues raised 
with respect to the various miscellaneous taxes, in- 


cluding the estate and gift taxes, run into several 
thousand annually. 


In keeping with my position and, I understand, in 
accordance with your desire, I have chosen topics 
for discussion in the administrative and procedural 
field. I was informed that as co-author of a report 
on the British tax system, I would be expected to 
draw comparisons with that system. I should per- 
haps caution you that a good many of my associates 
in the Bureau would think that efforts in this direc- 
tion should have been discouraged rather than en- 
couraged. Although topics of an administrative 
nature lend themselves readily to detailed compari- 
sons with the administrative methods employed in 
Great Britain, I shall endeavor to restrain myself. 
Such comparisons as I have made are placed at the 
~ # Special Deputy Commissioner of Internal Revenue. Paper read 


before “‘The Tax Clinic” of the American Bar Association at its con- 
vention in Boston, August 26, 1936 
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ELDON P. KING* 


end of this discussion, and they are to be read only 
if time permits. 


The most active current topics of an administra- 
tive and procedural nature, as I view them, are those 
dealing with more expeditious methods of collecting 
the revenue. I refer specifically to the recent accom- 
plishment of the more prompt audit of returns by 
the field force; to an experiment dealing with the 
shift of considerable authority to the field heretofore 
retained in Washington; to the new procedure of 
carrying negotiations in compromise cases to the 
field; to the shift of a greater number of collection 
problems from Washington to the field; to a change 
in the procedure of considering legislative recom- 
mendation and in the handling of Bureau regula- 
tions; and to the more enlightened methods of 
collecting taxes from nonresident aliens and foreign 
corporations. 


The topics which I have chosen for discussion are 
quite practical in nature and involve, on the whole, 
a greater departure from the abstract side of admin- 
istration than has been customary in these discus- 
sions. I cite two grounds in justification for this 
departure. First, as I view the administrative field, 
the most interesting of the recent problems are of a 
practical nature. Second; after re-reading no less 
than six comparatively recent papers of my col- 
leagues and ex-colleagues on administrative and pro- 
cedural matters, I find that this field is becoming 
slightly crowded. In fact, I have several times been 
reminded of the scientist, who after listening for 
about one hour to the chairman of the meeting de- 
scribe to the last detail the means through which the 
location of the Pharaoh’s tomb was traced, the al- 
most incredible contents revealed by its opening, the 
methods which would be employed in the reclama- 
tion and preservation of its contents, and the history 
of the dynasty, was introduced as the speaker on 
the same subject. 


The three main steps in the progress of an income 
tax return are: the audit and findings in the field; 
the review of these findings in Washington followed 
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by the Bureau’s determination of the tax; and the 
appeal to the Board of Tax Appeals or the appro- 
priate Federal courts where there has been disagree- 
ment with the Bureau’s determination. The topics 
which I have selected for discussion deal principally 
with the first two steps. 


Income Tax Field Procedure 


HE time which elapses between the filing of the 

return and the initial examination in the field 
has been recognized as a matter of exceptional im- 
portance by both the taxpayers and the Bureau. 
Under our system of self-assessment, where the tax- 
payer computes the tax originally assessed, he is 
inclined, in varying degrees, to assume its correct- 
ness until he receives some intimation of findings to 
the contrary. The strength of the assumption usu- 
ally increases in proportion to the length of the period 
between the date of filing the return and the date 
of the field examination. The advantages of shorten- 
ing this period are obvious. Records will be more 
readily available ; earnings from which the tax arose 
will probably not have been spent, paid out in divi- 
dends, converted into capital assets, or otherwise 
handled in such manner as to make their reconver- 
sion into cash for tax payments difficult, if not im- 
possible; there will have been fewer changes in 
corporate management and fewer changes in the 
addresses of individuals. Although the field finding 
is not final, an important step has been accomplished 
from the taxpayer’s point of view, when he learns 
of the initial attitude of the Bureau. The taxpayer 
will be substantially apprised of that which he most 
wants to know, and has a right to know—where he 
stands. 

Late in 1935, Secretary Henry Morgenthau Jr. di- 
rected that the field forces complete their audit of 
returns for the 1934 calendar year not later than 
June 30, 1936, or within 151% months from the time 
they were filed. This program was made possible 
through the employment of 750 additional revenue 
agents and by the greatly increased efforts on the 
part of the existing field force. The deadline has 
since been passed and the objective accomplished. 
In carrying out this program it is gratifying to note 
that acceleration in production was not traded for 
carelessness. During the fiscal year ended June 30, 
1936, 129,448 more income returns were examined 
than during the previous fiscal year with an increase 
in tax deficiencies recommended of $79,067,897.91. 
Prior to the inauguration of this policy, the time for 
starting the field examination was all too often de- 
cided by the minimum period of time within which 
the audit could be completed and the assessment 
made before the expiration of the statutory period 
for assessment. Secretary Morgenthau thought that 
it was entirely unfair to the taxpayers to examine 
their returns for the first time near the end of the 
statutory period for assessment. The increase in the 
size of the permanent field force, and the greater 
efforts on the part of the former force, have im- 
proved this condition very materially. We were in 
a position on July Ist of this year to commence the 
field examination of 1935 calendar year returns, or 
within 314 months from the time the returns were 
filed. This year, you may experience the unprece- 
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dented procedure of having the revenue agent call 
for an examination of your 1935 income tax return 
before you have paid your third installment of tax. 


Experiment in Decentralization 


HE plan of review in Washington of the field’s 

findings by the Audit Review Division, and in 
many cases by one or more other reviewing bodies, 
has resulted in a rather highly centralized organiza- 
tion. Much thought has been given in the past to 
greater decentralization through the delegation of 
more authority to the field force. Greater expedi- 
tion of the final Bureau determination has been the 
principal premise for arguments in favor of decen- 
tralization, and greater accuracy of determination 
has been the principal premise for arguments in fa- 
vor of centralization. 

In March of this year it was decided to gather 
more tangible evidence on this active question. The 
field division with headquarters at Cleveland, Ohio, 
was chosen for the purpose of this experiment. This 
division has been assigned adequate personnel con- 
sisting of auditors, reviewers, conferees, an engineer, 
and representatives of the Technical Staff and the 
Assistant General Counsel’s Office in Washington. 
The division is thus quite completely integrated, and 
in a position to operate in substantially the same 
manner as the various reviewing bodies in Washing- 
ton. A taxpayer may be heard respectively before 
the revenue agent, the reviewers, and the conference 
section. At the conclusion of these hearings the 
division will make its findings without reference of 
the case to Washington. Where there is disagree- 
ment as to the amount of the additional tax due, the 
division will issue the statutory notice in the form 
of a ninety-day letter, setting forth the deficiency in 
tax. Where an appeal is taken from this notice to 
the Board of Tax Appeals, the taxpayer may con- 
tinue to negotiate for settlement of his case with 
the representatives of the Technical Staff and the 
Assistant General Counsel’s Office. The final con- 
clusion as to whether the case should be settled or 
tried is reached in the Cleveland office without prior 
reference of the case to Washington. Since the first 
ninety-day letter was issued by this division on April 
21, 1936, sufficient time has not intervened to judge 
the merits of the plan. Present indications are, how 
ever, that about the same number of ninety-day let- 
ters are being mailed from this division as were 
previously mailed after review of the cases in Wash- 
ington. This division operates under no jurisdic- 
tional limitations as to the amount of tax involved, 
but certain cases have been excepted from the plan, 
such as those falling clearly within the administra- 
tive field and those involving principles of broad 
application. The Board of Tax Appeals has agreed 
to cooperate through arranging for the prompt trial 
of cases set for hearing in the Cleveland division. 

The net result is that in the Cleveland division the 
taxpayers have not only been notified of the result 
of the initial audit of their 1934 calendar year re- 
turns, but they have received the final Bureau deter- 
mination as well. In other divisions the taxpayers 
have been notified of the result of the field audit for 
that year, but they will not be notified of the Bureau 
determination until after the returns have been ex- 
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amined in the appropriate reviewing units in Wash- 
ington. If the plan proves to be a success, and is 
extended to other divisions, the Bureau inventory 
of about 25,000 pending cases more than two years 
old will fast disappear. The reviewing force in 
Washington will, for the most part, become consult- 
ing and advisory bodies, and agencies for more care- 
ful dissemination of information to the field. The 
taxpayers will be able to argue and, if necessary, try 
their cases in their own districts with less incon- 
venience and at less expense. 












































Field Hearings in Compromise Cases 


HAT part of the Federal tax administration in 
volving the compromise of taxes, interest, and 
penalties has always presented many difficult prob- 
lems. The Treasury policy was discussed quite at 
length in your past two clinics. It was explained 
that the policy had been reduced to one of doubt 
as to liability of the taxpayer, or doubt as to collecti- 
bility of the tax, with the broader considerations 
involving equity and public policy, as such, elimi- 
nated. Notwithstanding the ease with which the 
policy can be stated in the abstract, and its greater 
simplification when compared with past policies, its 
application to many individual cases presents ques- 
tions of no small moment. The nature of these cases 
is such that they are apt to drag, and this condition 
is accentuated if there is to be an extended review in 
Washington. The taxpayer, although perhaps know- 
ing that all his assets are not worth the amount of the 
tax bill, is puzzled as to the next step. The tendency is 
to offer the Collector a minimum amount and await the 
reaction in Washington. This is but natural when 
he feels that he may have to meet increased require- 
ments as the case moves forward. They are also 
of the time consuming variety since each rejection 
and resubmission of a new offer will probably call 
for a new investigation in order to bring the condi- 
tion and value of the taxpayer’s assets up to date. 
: further investigation may also be required if the 
‘ase is held for any considerable period in Wash- 
sani 

About one year ago, and having these factors in 
mind, the policy was installed of holding field hear- 
ings in compromise cases. Under this policy the 
taxpayer is heard in the Collector’s office by repre 
sentatives from that office, the office of the internal 
revenue agent in charge, and by representatives from 
appropriate units in Washington. The plan is very 








































































































































































































feels that he is being heard before a representative 
group, and he usually puts forth every effort to meet 
the occasion. These taxpavers are usually hard 
pressed financially, and the saving in expense through 
the field hearings is a matter of considerable impor 
tance to them. The plan is also very satisfactory 
from the point of view of the Bureau. By the time 
the docket has been cleared the representatives from 
Washington have a better understanding of practi 
cal collection problems which the Collector must 
face, and of local conditions existing in the territory 
covered by a particular office. The field representa 
tives also have a better understanding of the Bureau’s 

approach to these problems, particularly the factual 
requirements necessary for their solution. The pol- 
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satisfactory from the taxpaver’s point of view. He 
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icy does not require that all compromise cases be 
heard in the field, but merely contemplates that a 
group be sent from Washington to a collector’s of- 
fice at such time as he has an accumulation of the 
type of cases which justify such hearings. By far 
the greater number can be properly decided without 
field hearings. 

The policy of setting a good many compromise 
cases for hearing in the field is not one strictly of 
decentralization in the sense involved in the Cleve- 
land experiment. That experiment pertains to the 
audit, settlement and trial of income tax cases out- 
side of the compromise field. The power to compro 
mise is so specifically vested in the Commissioner 
and the Secretary by statute that, except for the 
field hearings, it is likely to remain centralized. The 
field hearings do, however, accomplish the principal 
end intended by decentralization in that they greatly 
expedite the disposition of cases. 


Extensions of Time for Tax Payments 


ASES of another class which have come within 
the movement from Washington to the field are 
those involving extensions of time for payment of 
the tax. This movement came about somewhat indi- 
rectly through abolishing the 12 per cent interest rate in 
the 1935 Act. About the only reason theretofore for 
filing a formal petition with the Commissioner, or 
in certain cases with the Commissioner and the Sec- 
retary, for an extension of time for payment of the 
tax was the fact that the granting of such an exten- 
sion served to reduce the interest charge from 12 
per cent to 6 per cent. With the 12 per cent interest 
abolished taxpayers may now deal directly with the 
collectors in such matters. The technical right to 
petition the Commissioner or the Secretary still ex- 
ists, but occasion seldom arises for its use. The 
cases are ones which by their nature belong primarily 
with the collectors who are placed under bond and 
charged directly with the responsibility of collection. 
At the last session of the Tax Clinic, Mr. Arthur 
H. Kent, assistant to the assistant general counsel 
for the Bureau of Internal Revenue, expressed the 
view that much could be said in favor of abolishing 
the 12 per cent interest rate on delinquent taxes; 
alleviation of the 25 per cent penalty for delay in 
filing returns; liberalization by administrative action 
of the concept of “reasonable cause” which, under 
the statute, excuses the penalty, and for a compro- 
mise of the penalty in borderline cases where there 
is room for doubt as to whether reasonable cause 
exists. I mention in passing that all of these sug- 
gestions have since been put into effect. The 12 
per cent interest was abolished by the 1935 Act. The 
same Act “~ the penalty for delinquency in filing 
returns at 5 per cent for the first 30 days or less. 
and added 5 per cent for each additional 30 days 
until the former penalty of 25 per cent has been 
reached. The penalty must be asserted where the 
offense is due to willful neglect, but at the new 
rates; it is removed where reasonable cause is 
shown; it may be compromised where there is doubt 
as to whether reasonable cause exists; and the re- 
moval of the penalty for reasonable cause, and its 


compromise, have been liberalized by administrative 
action. 
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Legislation and Regulations Division 


THINK it worthwhile to bring to the attention 

of the Clinic the importance of the organization 
of the Legislation and Regulations Division of the 
Office of the Assistant General Counsel for the Bu- 
reau of Internal Revenue. This Division is able to 
devote more time than heretofore given to legisla- 
tive recommendations made by Bureau employees 
engaged in the practical application of the laws, ani 
to recommendations made by taxpayers, their rep 
resentatives, and organizations interested in tax mat 
ters. While a bill is passing through the various 
Congressional machinery, this division is able to 
distribute the most important proposals to the re- 
spective administrative units of the Bureau most 
interested in their application, and in the manner of 
their framing, in time to receive their views and con- 
vey them through appropriate Congressional chan 
nels before a particular measure is put into final 
language. This system was found to be particularly 
satisfactory in connection with recent legislation. 

Under our system of issuing regulations interpre 
tative of the administrative provisions of the law, 
and most of the substantive provisions, it becomes a 
matter of great importance to the tax-paying public 
to know the Bureau’s position as soon as possible 
after the passage of the law. This Division, with 
adequate personnel, is rendering much better service 
in this respect than has been rendered heretofore. 
For example, four provisions in the 1936 Act of 
particular importance, and new in character, are 
those dealing with taxation of nonresident aliens 
and foreign corporations; the so-called windfall tax ; 
the surtax on undistributed earnings and tax-free 
liquidations of corporations. Within four and 
eleven days, respectively, after the enactment of this 
Act, a Treasury Decision and a mimeograph ruling 
had been issued on nonresident aliens and foreign 
corporations; within about six weeks a Treasury 
Decision had been issued on the undistributed earn 
ings provisions; within about seven weeks Regula- 
tions had been issued on the windfall tax and within 
about two months a Treasury Decision had been 
issued on liquidations of corporations. It is also 
contemplated that the completed regulations on the 
1936 Act will be issued about October 15 of this vear. 


Nonresident Aliens and 
Foreign Corporations 


DISCUSSION of current topics dealing with 

more rapid collection of the revenue with less 
administrative effort would hardly be complete with- 
out some reference to the new methods provided in 
the Revenue Act of 1936 for the taxing of nonresident 
aliens and foreign corporations. For present pur- 
poses the subject can be covered in only the most 
cursory fashion, although its breadth is such as to 
make it deserving of a special treatise. 

The fundamental plan, prior to the Revenue Act of 
1936, was to deal with the taxable income of this 
class of taxpayers on the same basis as citizens and 
domestic corporations. The plan was workable as 
to those engaged in trade or business or having an 
office or place of business in this country, but it lead 
io many unusual results and was generally quite 
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unworkable in other cases. The principal deterrent 
to an earlier modification of the prior laws seems to 
have been that the theory of taxing the two classes 
of nonresident aliens and foreign corporations on the 
same basis, and of taxing these two classes on the 
same basis as citizens and domestic corporations, 
“sounded well,” regardless of what the practical re- 
sults and administrative considerations might be. 
— of the practical problems encountered were 
these: 


The attempt to tax the nonresident alien not en- 
gaged in trade or business and not having an office 
or place of business in this country on his security 
and commodity transactions consummated within 
this country, proved to be a rather hopeless under- 
taking. Some filed returns voluntarily ; others were 
located and required to file returns; or the Commis- 
sioner filed returns for them; but, in the main, en- 
forcement of the law operated in a decidedly uneven 
and unsatisfactory manner. One common obstacle 
to enforcement was that of not being able to require 
foreign brokers to disclose the names of their cus- 
tomers because of prohibitions in their countries. 
Collection problems were also difficult due to lack 
of distrainable assets in this country. 


On the whole, the Bureau was faced with a choice 
between one of two undesirable alternatives. The 
first was that of lax enforcement; the second was 
that of driving trade out of the country in many 
instances through enforcement. The first produced 
practically no tax revenue; the second fell on the 
liability side of the ledger after offsetting the small 
revenue derived against losses in trade. This pro- 
duced a situation which called for legislative remedy. 

On sources of fixed or periodic income including 
interest, rents, premiums, annuities and various com- 
pensations, we withheld from the nonresident alien 
the normal tax rate applicable to citizens. Follow- 
ing up our thought of consistency as between the 
nonresident alien and citizen, we granted the former 
a personal exemption and permitted him to file a 
return and claim a refund if the tax withheld was 
excessive in amount. These invitations were availed 
of by the thousands with the result that even a large 
portion of our withheld tax was subsequently re- 
funded. There were indications that many of these 
tax refunds had been purchased abroad at consider- 
able discount which tended to increase the refund 
traffic. 

It should not be overlooked that although these 
taxpayers could file returns and obtain refunds 
where excessive tax had been withheld, the Govern- 
ment was left in a position where it usually had to 
locate and mulct from them any additional tax over 
and above the amount withheld. 

So far as is known this is the only country which 
has attempted to maintain such consistency as be- 
tween the nonresident alien, located bevond its con 
fines, and the citizen. The granting of the personal 
exemption (except as to border peoples); the per 
mitting of returns and claims for refund of the with- 
held tax; and the attempt to require returns and 
payment of other than the withheld tax, seem to 
have been practically unprecedented. 

Although perfection is not claimed for the revised 
system, it is much simpler administratively and gen- 
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erally conceded to represent a decided step in the 
right direction. It contains substantial departures 
from the prior law in the treatment of nonresident 
aliens and foreign corporations not engaged in trade 
or business and not having an office or a place of 
business in this country. The Act confines their 
field of taxable income to interest, dividends, pre- 
miums, annuities, various compensations or other 
fixed or determinable annual or periodic income. 
There is, with minor exceptions, no tax due on capi- 
tal transactions or other sources of income within 
the United States. In matters of collection we ad- 
here, with minor exceptions, entirely to the with- 
holding system. With certain exceptions as_ to 
tax-free covenant bonds and reservations as to pos- 
sible treaties with contiguous countries, the with- 
holding rate has been fixed at 10 per cent in the case 
of nonresident aliens and at 15 per cent as to foreign 
corporations, except as to dividends where the rate 
is 10 per cent. The other class of nonresident aliens 
and foreign corporations located within this country 
is placed on the same basis for taxation as citizens 
and domestic corporations. lnforcement of our gen- 
eral provisions as to this class of taxpayers has pre- 
sented no greater problems than it has as to citizens. 
‘The personal exemption is also limited to this class 
of aliens, although it was formerly extended to both 
classes. The new law creates greater simplicity of 
administration, prompt collections and removal of 
many inequities. The addition of dividends to the 
periodic sources of income, the higher withholding 
rates, and the limitation on the personal exemption, 
produce for the Government many times the amount 
of revenue heretofore produced. 


Some Comparisons with the 
British Tax System 


N CONCLUSION I shall draw some comparisons 

between the British and American tax systems, 
particularly as affecting the time element involved 
in tax determinations and collections. The forego- 
ing indicates the extent to which we have recently 
modernized our machinery in this direction. One 
of the outstanding features of the British system is 
the speed with which taxes are determined, not only 
in the Bureau but in the judicial processes as well. 

The British system, as distinguished from ours, 
is not one of self-assessment. The tax returns for 
a calendar year or a fiscal year ending prior to April 
Oth are sent out in April or May. The returns are 
filed within 21 days, unless the period i is extended in 
individual cases. Between the time of filing and the 
early fall the returns are examined by the field in- 
spectors and hearings held on the disputed points. 
There is no appeal as a matter of right from the 
inspector’s findings, although certain cases involving 
broad principles are considered in London. The 
assessments go out in the early fall at which time 
the taxpayer must appeal within 21 days to the Gen- 
eral or Special Commissioners (corresponding to the 
United States Board of Tax Appeals). The tax is 
not computed by the taxpayer, but by the tax in- 
spector, or in some districts, by the clerk to the 
General Commissioners. The time consumed in the 
audit, hearings and tax computation is about six 
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months, or about nine months better than we are 
accomplishing under our revised program. Their 
more rapid determination can be attributed very 
largely to the simple device of their having greater 


manpower. The British Bureau employs about 
twice the number on income tax matters employed 
by the tax Bureau in this country. 

The British operate under a decentralized system 
through which the policy is to pass authority for 
Bureau decisions downward until it rests on the in- 
spector in charge of each district. Great Britain is 
divided into 658 districts, as compared to 38 in the 
United States with 382 subdivisions. There is some 
tendency to argue that we are not as well prepared 
as the British for a decentralized plan of administra- 
tion. This is a broad subject, and involves compari- 
sons of the two systems in considerable detail. The 
principal argument advanced in favor of the decen- 
tralized plan in Great Britain seems to be that they 
employ better equipped personnel. Tax inspectors 
enter the British service at earlier ages after which 
they are trained in accounting, certain phases of law, 
and Bureau technique before they are given full as- 
signments to duty. On the whole, our revenue 
agents are more mature and better qualified techni- 

cally at the time of employment. In the United 
Staies service, training continues for a considerable 
period through a Bureau school of instruction main- 
tained for this purpose. The 750 agents recently 
employed were put through a strenuous course of 
training before they were assigned to duty. This 
plan, w hich 3 is new, will be continued. Civil Service 
employees in our Bureau have become convinced of 
the permanency of their positions, after the respect 
shown for their status through several changes in 
administration. Salaries are not as large in the 
higher grades, but they are higher in the lower 
grades than those paid in Great Britain. Provisions 
for retirement and annual leave are far more liberal 
in the British service. 

Granting that there are many commendable fea- 
tures in the British system, it hardly seems to follow 
that we must spend years in transplanting all its 
major details before we are capable of having a de- 
centralized system. The more immediate problem 
would seem to be that of judging whether the per- 
sonnel which we have can be better apportioned and 
employed for a centralized review or a decentralized 
review; having in mind, of course, that we should 
constantly strive for selection of the best equipped 
employees. 

One weakness in a decentralized plan is the diffi- 
culty of maintaining consistency of decisions among 
the field divisions. Through our well organized 
system of issuing Bureau regulations and public rul- 
ings interpretative of the substantive law, we are 
much better qualified than the British to maintain 
consistency. Our laws are also in more convenient 
form, and, strange as it may seem, they are com- 
monly regarded as being more easily understood 
than those in Great Britain. As opposed to our 
system of restating existing laws in the several 
revenue Acts, the British Act of 1918 represents 
the first consolidation since 1842. This Act con- 
solidated fifty-two prior Acts of Parliament, but it 
did little to eliminate overlapping or inconsistent 
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provisions. It has been estimated that the seventeen 
Acts since 1918 have made more changes in principle 
and detail than were effected between 1853 and 1910. 
In the British system the employees are thrown sub- 
stantially on the statutory provisions and the court 
decisions. It has been estimated that there are 
about 1,800 of such decisions. The decisions of the 
General and Special Commissioners are not pub- 
lished, except in the form of a stated case where an 
appeal is taken to the court. The British rely more 
on their review of the field findings in closed cases 
for consistency. This system would also be made 
a part of our plan. 


Technical Training of Administrative Personnel 


Some argue that the British tax inspector shows 
more initiative in closing cases than do our em- 
plovees in the field, and attribute this to the better 
technical training of the British tax inspectors. In 
trying to weigh this contention it should be kept in 
mind that our field agents have never been given the 
same opportunity to act finally on tax cases. It 
seems doubtful if they would be lacking in this ini- 
tiative if, with appropriate general supervision and 
backing from Washington, they were delegated au- 
thority to make the Bureau determinations. The 
British tax inspector is trained to carry on the trial 
of the case on the first appeal from the Bureau; we 
bridge this gap by having trial attorneys available 
for this purpose. . 

Needless to say, the conclusions drawn on the 
general subject of decentralization are sometimes 
affected by such considerations as whether an em- 
ployee wants a Washington or a field assignment, or 
whether the tax practitioner’s office is located in 
\Washington or in the field. The Bureau employees 
and the taxpayers in the Cleveland division have ex- 
tended a hearty welcome to the new arrangement. 

When the British taxpayer disagrees with the in- 
spector’s findings he may appeal to the General 
Commissioners within his district or to the Special 
Commissioners in London. Contrary to the impli- 
cation of their titles, these Commissioners are mem- 
hers of quasi-judicial bodies entirely independent of 
the Bureau of Inland Revenue. Either the Bureau 
or the taxpayer may appeal questions of law from 
the General or Special Commissioners to the British 
Courts, but the findings of the Commissioners on 
questions of fact are final. Appeal to the Courts in- 
cluding the House of Lords lies as a matter of right. 

Both the General and Special Commissioners dis- 
pose of their dockets within about six months from 
the time the appeals are filed. This gives them a 
clean docket before the arrival of the next year’s 
crop of cases. Again let us examine the manpower 
involved in this process. There are 709 boards of 
General Commissioners and one board of Special 
Commissioners. This means that there is at least 
one local appellate tribunal for each field district. 
The boards of General Commissioners are assigned 
irom three to fourteen members depending upon the 
size of the division. The Bureau runs no census of 
General Commissioners, but it is estimated that the 
number averages about 5,000. They are selected 
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from among the local land tax commissioners, by 
vote of these commissioners. They are likely to be 
retired business men, civil servants, or professional 
men, although some are in active practice, particu- 
larly in urban areas. They serve without pay. The 
positions are not usually sought after but accepted 
more as a matter of patriotic duty. They are greatly 
assisted in the performance of their duties particu- 
larly on legal questions, by a clerk of their own 
selection who is usually a local practicing solicitor. 
He is paid for his services by the Bureau of Inland 
Revenue. The Special Commissioners, eight in 
number, are selected by the Chancellor of the Ex- 
chequer for their technical ability. The Special 
Commissioners serve for life or until they reach the 
retirement age. They are compensated for their 
services. Asa practical matter the more important 
and technical cases are appealed to the Special Com- 
missioners. But in the last analysis the taxpayer’s 
choice depends on where he thinks he is most likely 
to win his case, since the General and Special Com- 
missioners have concurrent jurisdiction over law and 
fact questions. 


There are many appeals taken to the Special and 
General Commissioners. Appeals to the Special 
Commissioners average about 10,000 annually, of 
which number about 1,000 are tried on the merits 
and the balance settled by stipulation after nego- 
tiations between the taxpayer and the inspector. It 
is estimated that the General Commissioners hear 
and decide on the merits about 12,000 cases each 
year, or more than the number of appeals taken to 
the Special Commissioners. No statistics are kept 
on the number of appeals taken to the General Com- 
missioners, but the indications are that the ratio of 
settlements to trials before them is about the same 
as the ratio before the Special Commissioners. On 
this basis the appeals taken annually to the General 
Commissioners would exceed 100,000. There were 
4,938 appeals taken to the Board of Tax Appeals for 
the fiscal year 1936. The British have no statistics 
on the number of disputes growing out of the exam- 
ination of accounts and settled prior to appeal to 
the General and Special Commissioners, but the 
number is known to be greatly in excess of the num- 
ber of appeals taken. The number of appeals taken 
to the General and Special Commissioners indicates 
that the Englishman, Scotchman and Welshman ex- 
amine the statute closely before payment. In this 
connection, it is of common occurrence for a tax- 
payer with an income of as much as $2,000 to employ 
a representative; here, this would be exceedingly 
rare. The number of appeals is somewhat surprising 
when it is considered that under the British law 
there is no allowance for depletion of natural re- 
sources; that depreciation is practically restricted to 
machinery and equipment, and that capital transac- 
tions, other than those arising from a trade or busi- 
ness, are not subject to tax. These are highly 
controversial fields in our tax system. The annual 
number of appeals from the General and Special 
Commissioners to the courts averages about fifty, 
as compared to about 1,000 court appeals in this 
country. This small number of court appeals indi- 
cates that the British are quite well satisfied with 
their system of General Commissioners. It is some- 
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what difficult to imagine either our taxpayers or the 
Treasury Department being as well satisfied witn 
similar trials before local boards in Federal tax mat- 
ters; having in mind, also, that the time for these 
trials averages about fifteen minutes; that they are 
not open to the public and that the decisions are 
seldom published. 


It may be seen that in the handling of tax cases 
the British are a few jumps beyond us as to the 
determination within the Bureau and a good many 
jumps beyond us in their judicial determination. 
Should our Cleveland experiment prove successful 
we will not be far behind them in our Bureau deter 
mination. But as to the first judicial determination 
it hardly seems that with a Board of Tax Appeals 
with sixteen members we are in a position to com- 
pete with 710 similar boards in Great Britain with 
5,000 members. This suggests that our decentral- 
ized plan will not be successful if it results in piling 
up some 100,000 appeals annually, since we do not 


have the necessary judicial process to cope with such 
a situation. 


The British and the American income tax laws 
are neither self administering nor voluntary contri- 
bution affairs; instead, their effectiveness depends 
greatly on the manner of their enforcement. 


Collection at the Source 


The British system of collecting tax at the source 
presents a very broad subject. It is regarded as the 
corner stone of their tax system. Some mention will 
be made of the system in so far as it affects the 
rapid collection of taxes. 

The system is used with respect to many fixed or 
periodic items of income such as interest, dividends, 
rents and royalties. In some instances, the tax with- 
held from the payee and kept by the payor merely 
reimburses the payor for his advance payment to 
the crown of the payee’s tax, while in other in- 
stances, the withheld tax serves to reduce the payor’s 
own tax previously paid. An example in the first 
category would be the tax which an individual with- 
holds from his landlord on the payment of rent for 
his personal residence. An example in the second 
category would be the tax withheld by the corpora- 
tion from its various payees with respect to any of 
the periodic items of income mentioned above. In 
other words, instead of allowing the corporation di- 
rect deductions, as is done in this country, for such 
items as interest, rents and royalties, it pays its tax 
at the standard rate of 22% per cent without these 
deductions, after which there is recoupment through 
its withholding and retaining the tax from the 
payees. 


One of the principal objects of the system of col- 
lecting at the source is to bring the revenue into the 
exchequer at the earliest possible point. It results 
in many tax refunds since the payee often does not 
owe the tax withheld, or some part of it. The re- 
funds are paid by the Government to the payee and 
not by the withholding agent. The annual refund 
claims in Great Britain average about 1,000,000, and 
the amounts refunded average about 300,000,000. 
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sy far the greater part of these refunds is attribu 
table to the system of collecting at the source. Re 
fund of comparable taxes in the United States 
amounted to $17,939,830.53 for the past fiscal year. 
The British also employ the withholding sy stem 
with respect to nonresident aliens and foreign cor 
porations not engaged in business or having an office 
or place of business in that country. 


An interesting phase of the withholding system in 
Great Britain is that pertaining to dividends. As 
with respect to the periodic items of interest, rents, 
and royalties, the corporation withholds and keeps 
the tax on dividends. Normally the tax withheld 
is at the same rate which the corporation has paid. 
Therefore, if it distributes all of its current earnings 
in dividends it may go tax free. But the British do 
not let the matter rest here; for there are other 
provisions levying a tax on the shareholders where 
corporate earnings are retained beyond the reason 
able needs of its business. Their machinery for en- 
forcement of these provisions is more effective than 
in this country, since the question is usually one of 
fact which cannot be appealed to the courts from 
the special Board of Referees appointed to hear these 

cases. Their program might be described as one of 

inducement through the dividend credit, and failing 
in this, one of force where earnings are accumulated 
beyond the reasonable needs of the business. The 
British system is commonly regarded as one directed 
at the individual rather than the corporation or other 
taxable entity. 

We do not employ the corporation as a collecting 
agency nearly to the extent to which it is so em 
ployed in Great Britain. Those provisions in the 
1936 Act which deal with the surtax on undistributed 
profits bear some resemblance, in the results ex- 
pected, to the British policy of allowing the corpora- 
tion a credit for dividends paid, but not in respect 
to the means employed. Instead of first collecting 
the tax from the corporation and giving it a credit 
back on payment of the dividend we give it a credit 
for the dividend paid before computing the tax. Fur- 
thermore, we still subject the corporation to the 
normal tax regardless of the dividend distribution. 
There is also some similarity between the two sys: 
tems in that the present inducement to obtain a 
dividend credit for surtax purposes will tend to ren 
der less operative the provisions of Sections 102 and 
351 of the 1936 Act, relating to earnings retained 
beyond the reasonable needs of the business. But. 
like the British, we retain protective provisions if 
the inducement has not been sufficient. 

We study the British system for the wisdom 
which it contains after about 100 years of operation. 
There are points of similarity in the two systems and 
points of difference. There are points deserving of 
careful study in connection with our own system. 
We may find certain features of their system adapt 
able to conditions in this country, but there will, 
no doubt, continue to be many points of difference. 
A tax system reflects the institutions and principles 
of government of a country. Mr. R. V. N. Hopkins, 


a former commissioner of the Bureau of Inland Rev- 
enue, aptly expressed the same thought when he 
said, “The income tax cannot choose the world in 
which it is to live.” 















in 


\s 


ps 
lc 


ys 
lo 
er 
re 
Nn 
n- 
in 
of 
m 


e 
n 


A Practical Philosophy — 


of Tax Collection 


Former General Counsel, Bureau of 
Internal Revenue, suggests methods 
of improving tax collection procedure 


By E. BARRETT PRETTY MAN * 


the most difficult phase of government is Ad- 

ministration. Particularly is it so to us, who are 
a pioneer people, restless, impatient of slow processes. 
Somehow we must learn that executive effectiveness 
is a coral formation, composed of minute day-by-day 
details and requiring years of persistent coherence 
to build. It is not to be achieved by sudden sweep- 
ing action such as may attain good results in legis- 
lation, or by meticulous pronouncements upon 
crystallized issues as in the field of jurisprudence. 
Executive success proceeds from thousands of in- 
significant daily contacts with individual citizens 
in every aspect of their workaday lives. As a prob- 
lem it is unlike others of government. 

An adequate conception of any administrative 
system must embrace—first, a fundamental Philos- 
ophy ; second, a Pattern of Action; and, third, Prac- 
ticalities, which latter must, of course, be selected 
from among many possibilities. I shall attempt that 
order, although limitations of time prescribe that 
the presentation be in sketch form. My remarks 
may not be entirely appropriate to this Clinic, since 
they are directed to any administration of any tax, 
rather than to the particular problems of Federal 
taxation. 


I: IS a truism, I suppose, that, for a democracy, 


I 


ITH respect to every law of general applica- 

tion, two quite distinct classes of people exist 

-(1) the great majority who by nature are inclined 
to obey, and (2) the outlaw minority. For effec- 
tive law enforcement the two classes require different 
treatment. From the majority, voluntary observance 
must be secured. Enough policemen, examiners, 
agents, or investigators cannot be employed to com- 
pel separately each individual citizen to obey any 
given law. Moreover, all the people cannot be 
frightened into continual obedience. A general scare 
is always temporary and somehow creates a reac- 
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tion of mass irritation, followed by a concentrated 
offense upon the irritating source. The only policy 
which will ever be successful with this great ma- 
jority of citizens is one which secures their coopera- 
tion in voluntary law observance. The outlaw 
minority must receive different treatment. Dealings 
with them must be quick, certain, and overwhelming. 
Stringently handled, outlaws become an insignifi- 
cant factor in any situation. The essence of good 
executive governing, therefore, is to differentiate 
between the great majority of people and the outlaw 
minority, to crush the latter and to cultivate in the 
former their natural spirit of law observance. 

These principles apply to any law of mass applica- 
tion, such as traffic, but they apply with peculiar 
importance to the administration of tax laws. In 
the first place, many millions of revenue depend upon 
minute points of fact and law, which are decided 
originally by taxpayers themselves, and are never 
—because they cannot be— checked first-hand by rev- 
enue officials. If taxpayers decide all doubtful 
questions against the government, enormous cash 
collections are lost, and almost insoluble problems 
of discovery are created for the enforcement agencies. 

Let me take a specific example from income taxa- 
tion. In the Federal field, published reports show 
that about 5,000,000 income-tax returns are filed each 
year. The largest number of field audits shown in 
any one year is, roughly, 380,000. No greater num- 
ber of field audits is possible, due, says the Commis- 
sioner ! “to the inability of the available field forces 
to conduct a larger number of investigations within 
the statutory period of limitation.” 

Thus it appears that about 92 per cent of the 
Federal income-tax returns actually filed are closed 
annually upon office audit—or without audit— 
largely upon taxpayers’ representations as to what 
the taxes are. It further appears from the Commis- 
sioner’s report ? that in 1935 taxpayers filing returns 
paid an average tax of two hundred dollars. If the 
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average had been two hundred and twenty dollars, 
government revenues would have been increased by 
$100,000,000, which is more than the total 1935 capi- 
tal stock tax collections, half again as much as the 
gift tax yielded, and twice the total paid in stamp 
taxes. Conversely, if the average tax paid had been 
$180 instead of $200, government revenue would 
have been a hundred million less than it was. 


How many returns are not filed because of some 
close decision which keeps the gross income below 
the returnable point, is, of course, not known. But 
five dollars apiece from five million persons is 
$25,000,000, which is equal to the total of the excise 
taxes paid on matches, perfumes, tooth pastes, jew- 
elry, radio components, and furs. 


Huge amounts of income tax collections thus de- 
pend on minor differences in individual payments, 
and such differences in turn depend on decisions— 
made by the taxpayers themselves—in countless, 
legitimately disputable questions which are inherent 
in any tax based on a computation of net income. 

The list of minor borderline decisions which must 
be made is both long and well-known—what is rea- 
sonable compensation for personal services? what 
is a reasonable allowance for wear, tear and obso- 
lescence? when was a certain loss sustained? what 
is the market price of these inventory items? is this 
disbursement an expense or a capital expenditure? 
how much is that automobile used in business? and 
dozens of others. Separately these items involve 
little enough, but multiplied by millions they con- 
stitute major items in government finances. The 
only way by which these marginal amounts of tax 
ever reach a state tre: isury is by voluntary payment. 
Taxpayers must choose to pay them; otherwise they 
are never collected. Similar conditions affect coi- 
lections of almost all other taxes, state sales taxes, 
municipal intangible personal property taxes, stamp 
taxes of all sorts, and so on. 

In the next place, taxpayers who are resentful or 
antagonistic cause many of the interminable minor 
disputes which jeopardize the revenue, and are ex- 
pensive and time-consuming as well. Furthermore, 
dislike of administrative methods is apt to be trans- 
muted into dislike of the statute itself, and so lead 
to its repeal or to crippling amendment. 

Successful executive policy induces taxpayers to 
decide debatable minor items rightly as a matter of 
honest belief, or, at least, to be free and openly frank 
in submitting their problems and questions to gov- 
ernment officials; it decreases minor disputes to the 
minimum ; and it protects rather than endangers the 
statute under enforcement. All these results in the 
revenue branch of administration are dependent up- 
on the attitude of the taxpayers, and that attitude 
is almost entirely created by government itself. 

In the mass, people respond to government in like 
manner as they are treated. And it is difficult to 
condemn that line of conduct on their part. Govern- 
ment is in the position of power in the matter. It 
makes the rules of the game. If by its daily activity 
it says that this is a game of dog-eat-dog, the people 
naturally play by the same rules. If a government 
follows a policy of squeezing from every return the 
greatest tax conceivably possible, deciding every 
question in favor of the revenue, putting people to 





THE TAX MAGAZINE 


October, 1936 





the maximum of trouble and expense, taxpayers will 
do exactly likewise; they will decide every doubtful 
question in their own favor, and will determine every 
conceivable issue against the revenue. 


On the other hand, fairness begets fairness. This 
is the key to the problem. If tax administrators in 
their day-by-day contacts with people in all walks 
of life establish the firm conviction that government 
is fair, that revenue officials carefully try to deter- 
mine correctly the tax due, whether the result be 
this way or that, taxpayers will do likewise. An 
executive policy of frankness, whether there be an 
additional tax or a refund due, begets a similar atti- 
ture on the part of taxpayers. 


There is nothing new in this philosophy. Smart 
merchants have always known it. Big corporations 
dealing with masses of peonle long ago learned that 
the buccaneer doctrine of “the public be damned” 
produced little revenue, and no public support upon 
those days when the citizenry quietly exercise the 
opportunity to express their views about the said 
corporations. A pollyanna philosophy is not the 
alternative. Officials should not yield to every fan- 
tastic assertion of fact or argument by taxpayers. 
Plenty of false claims are made, of course, but the 
same intelligent firmness which will allow any right- 
ful claim can with equal discernment and expedition 
deny the false. Neither subservience nor compro- 
mise for the sake of compromise are a part of the 
program. 

In a word, my philosophy of administration is that 
approbative law observance on the part of the tax- 
paying public is vital to successful tax collection, 
and such observance comes only when people believe 
from experience that the executive branch of the 
government is entirely fair, impartially firm, and 
reasonably efficient. 


II 


Y WHAT pattern may daily activity be molded 

to accord with this philosophy? The specifica- 
tions are three: (1) Honesty, (2) Consistency, and 
(3) Expedition. Every minute part of tax adminis- 
trative machinery should be measured and tested by 
these three simple and practical requirements. 

Now, what is meant by these terms? “Honesty” 
includes not only moral honesty but intellectual hon- 
esty as well, a more difficult and more hazardous 
habit. It is evidenced by pronouncing persistently 
the correct answer as one’s own expert knowledge 
and judgment dictate. In the tax-field it means a 
refusal to yield to the dollars presently involved, to 
the fear of criticism or the hope of demagogic reward. 
Of course, correct answers are not always apparent, 
even to the most honest mind, and the obtaining of 
judicial pronouncement upon some problems of law 
may be advisable; but these problems are infrequent 
exceptions. 

For reasons which I shall discuss in a moment, 
good government in the field of tax administration 
disposes of most disputes by executive decision, and 
intellectual honesty is the prime requisite to that 
result. “Consistency” includes consistency between 
different tax years for the same person, between dif- 
ferent persons as to the same problem, and between 
different related, often converse, problems. “Expe- 
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dition” means not haste but absence of delay. It 
describes a procedure which admits of careful con- 
sideration at each step but no delays between steps. 

Perhaps the design of this pattern of action will be 
clearer if we note some of the omissions from the 
list. For example, I have excluded exact-accuracy- 
in-tax-determination, official-freedom-from-criticism, 
the maximum-tax-in-every-case, special considera- 
tion, and the invocation of judicial or quasi-judicial 
review as an extreme effort at collection. Political 
expediency is not mentioned, and even courtesy is 
not essential. Of all possible criteria for the guid- 
ance of administrative action in tax matters, these 
three—Honesty, Consistency, 
the essentials of good government. Speaking more 
plainly, I mean that if a contemplated act or policy 
fails to meet the tests of honesty, expedition and 
consistency, it should be rejected as bad govern- 
ment, regardless of its other virtues. 

This doctrine is sound whether viewed as a thesis 
in theory of government or from the practical stand- 
point of actual dollars-and-cents collection of the 
revenue. Revenue officers actually collect more 
money by promptly reaching and rendering the right 
answer than they do by requiring litigation wherever 
success may be remotely possible ; more money by 
adopting a rule and applying it in all years to all 
persons in all similar problems than they do by de- 
ciding in favor of the revenue in each individual case; 
more money by moving quickly along to a conclu. 
sion than they do by attempting, through repeated 

-examinations, to achieve absolute accuracy or im- 
mae from criticism. 








Ill 


HE Philosophy and Pattern of Action which I 

have outlined are applicable to the administra- 
tion of any tax, except perhaps to poll taxes. A 
discussion of Practicalities in this brief presentation 
must obviously be limited to a selected few. T sug- 
vest four relating to income taxation. 


1. The Disposition of Minor Disputes 


As I have already said, almost countless minor 
differences of view as to facts or law arise in the 
determination and collection of an income tax. Liti- 
gation of these minutiae is a useless expense of 
government and is both costly and irritating to tax- 
payers. Moreover, the production capacity of judi- 
cial and quasi- judicial tribunals in hearing and 
deciding tax matters is definitely limited. Refer- 
ence to these tribunals of more cases than they can 
currently decide means increased delay in the final 
disposition of all cases and if the excess becomes too 
vreat, the resulting impasse means a break-down of 
the whole system. Administrative officials have a 
choice between only two courses of action, to reach 
final determinations by executive decisions through 
a suitable procedure, or to let cases go to the dockets 
of the courts or of some quasi-judicial commission 
or board and then settle them upon a give-and- 
take basis. Sound administration prescribes the 
former. 

A policy of executive disposition of minor disputes 
requires (1) a personnel of ability, aptitude and cour- 
age, (2) an insistence upon the rendition by execu- 
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tive officers of correct answers to tax problems, (3) 
a sifting system whereby questions promptly reach 
the appropriate officials, and (4) courageous support 
of the stated policy from the top. 

The first requirement is a high degree of integrity 
and ability in the revenue personnel. Revenue work 
can be made a career service excelled by none in 
the qualifications required of its members and in the 
esprit de corps derived from a public reputation for 
efficiency and integrity. It has been done in many 
branches of government service, both state and Fed- 
eral. The diplomatic corps, the postal inspectors, 
many state trooper units, come quickly to mind as 
examples. The same morale can be created in rev- 
enue collection. . The required personnel is readily 
available, much of it already in government service. 


Pride is the spark which transforms ready mate- 
rial into an organization of spirit and effectiveness ; 
and pride comes partly from intense personal satis- 
faction in the work performed, partly from public 
approbation. It is entirely possible to create a rev- 
enue force of which the public would customarily 

say, “If the revenue authorities say it’s so, it must 
be so; you can always rely on the fairness and ac- 
curacy ‘of what they say.” Consider the effect of 
such an attitude on tax payments and tax disputes! 

The second requirement is to impress persistently 
and insistently upon all officers that the highest serv- 
ice lies in fairly reaching the correct answer to tax 
questions to the best of their knowledge and judg- 
ment, letting the revenue come from the larger policy 
of mutual respect between officials and taxpayers 
rather than from minute compulsion in individual 
cases. The right answer may be “yes” or “no” or a 
middle ground. But almost invariably an intelligent 
agent or official somewhere along the line has a defi- 
nite idea of what the correct answer is, and it is 
usually not far from what the taxpayer knows the 
right answer to be. No agent should be under com- 
pulsion to squeeze out an additional tax wherever 
remotely possible. Insistence upon some nuisance 
payment even when in the frank best judgment of all 
concerned no tax or a less tax is due is bad all the 
way around; it is bad government, bad revenue col- 
lection, bad morals. 

The third requirement of this program with re- 
spect to an income tax is the adoption of some sift- 
ing method of disposing of disputes. By a sifting 
method is meant a procedure wherein each official 
along the line disposes of those problems upon which 
he is competent to pass, or for which he is willing to 
take the responsibility, and each passes quickly along 
to his next superior those problems which are too 
hig, too novel or too important for him to dispose of. 
This method, now in use in some form in some juris- 
dictions, can be extended and revised to expedite the 
disposition of disputes. 

The field investigator should be a fact finder- 
required to report the facts, those against the revenue 
equally with those in its favor, concerning all dis- 
puted items. His report could then be routed along 
a series of steps, progressing according to the seri- 
ousness of the questions involved, each official dis- 
posing of the questions within the scope of his 
responsibility, and the case reaching final disposition 
at that stage wherein its most serious questions were 
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answered. For example, in each important field 
office or group of minor field offices, there might be 
established supervisors to whom agents could refer 
questions too difficult for subordinate disposition. 


Above such supervisors should be a committee of 
three or five. In accordance with a theory which I 
shall discuss in a moment, this committee should 
comprise men of varied viewpoints—for example, 
one accountant, one lawyer and one engineer. The 
committee would receive by reference all questions 
too important for the supervisors, and would, in turn, 
refer to the central tax authority all questions beyond 
the scope of its experience or responsibility. 

Informatory reports regularly submitted to central 
authorities can provide the necessary means of su- 
perintendence for the sake of consistency. Periodic 
retraining at headquarters further serves the same 
purpose. Systematic and quick interchange, as by 
teletype, of information concerning rulings, ques- 
tions and answers also helps. A similar method of 
referring cases upward at the main office would 
quickly produce decisions of lesser questions and 
with equal expedition refers to higher authority ma- 
jor questions of great importance. 


The great advantages claimed for such a system 
are: 

1. It expedites decisions. Under it, subordi- 
nates do not delay important cases by putting 
them on the bottom of the pile awaiting opportu- 
nity to give them the necessary study, nor do 
they delay minor cases bec cause of the time spent 
in formulating definite opinions on major ques- 
tions. If a field agent be required to reach a 
decision on a complicated corporate beatin 
tion problem, which everybody knows must be 
passed upon by the highest authority, and every 
intermediate official be likewise required to for- 
mulate a definite opinion on the question, not 
only is that particular case delayed but hundreds 
of other cases are delayed because of the time 
consumed by this ultimately worthless activity 
in the one case. The practice of having minor 
officials pass on major questions and major offi- 
cials pass on minor questions impedes progress 
at every stage. 

2. It simplifies the rendering of decisions. Im- 
portant questions reach superior officials for 
decision as plain tax questions, without the com- 
plicating and extremely embarrassing corollary 
question of whether subordinates should be up- 
held or overruled. Every higher official in tax 
service is constantly faced with this problem: 
“In this case the taxpayer is correct, in my opin- 
ion, but X (an agent or conferee) has written a 
ruling to the contrary. Should I overrule him?” 
Such obstacles to unbiased consideration ought 
to be removed if possible. 


3. It prevents arbitrary adjustment and trading 
in cases involving a variety of questions of differ- 
ing importance. When all questions are in the 
same basket, and all are up for consideration and 
disposition at each stage of the case, the constant 
temptation is to try to settle by trading back and 
forth with an eve only on the tax, and without 
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regard to correct answers on the questions in- 
volved ; the taxpaver keeping in mind the nuisance 
value of the case to him, and the official the 
maximum amount the traffic will bear. This 
is not healthy administration. 


This policy for the disposition of minor cases re- 
quires courageous support from the top. And it does 
take courage on the part of high officials to resist 
the lure of shifting responsibility to judicial or quasi- 
judicial authorities. But good government, like a 
good army, requires courage in the top ranks. 


These four elements, then, an able and proud per- 
sonnel, an expeditious procedure, an undeviating at- 
tempt at right answers regardless of tax, and 
courageous support from the top, will effectuate the 
disposition of minor disputed questions by executive 


action, which is both good government and good rev- 
enue collection. 


2. The Disposition of Major Disputes 


Hundreds, even thousands, of exceedingly impor- 
tant questions, debatable, involved, novel, huge in 
financial results, arise every year in income tax ad 
ministration. How dispose of these major contro- 
versies? One extreme school says, “Compromise 
them all,” but this method leaves the government 
open to all sorts of trickery and unscrupulous claims 
and avoids the fundamental issues. An equally ex- 
treme school says, “Litigate them.” A simple state- 
ment, but a practice which causes delay, confusion, 
loss and expense to both government and taxpayers. 


For reasons which are obvious, cases in which the 
opposing viewpoints are irreconcilable, or the respec- 
tive interests are too vital to admit of executive 
disposition, must be subjected to litigation. On the 
other hand, for reasons which I have mentioned, 
wasteful delay ensues when the number of litigated 
cases exceeds the production capacity of the various 
tribunals. Moreover, the plain fact is that a dollar 
in cash collected is worth more than a considerably 
larger amount contingent upon the ultimate outcome 
of a law suit. The only effective minimizer of liti- 
gation, consistent with the needs of the revenue, is 
an executive practice of reaching sound conclusions 
in the maximum number of cases. 

In the summer of 1933 there was instituted in the 
office of the General Counsel for the Bureau of In- 
ternal Revenue an experiment in the disposition of 
more important cases. A sifting system was created, 
at the top of which was a General Counsel’s Com- 
mittee. The three stages of decision were Division 
Head, Supervisor, Committee. 

Each Division Head decided all questions as to 
which he felt he knew the answer and was ready to 
take the responsibility for decision; and there was 
an end to the matter, subject to a protective provi- 
sion for taxpayers, which I shall mention in a mo 
ment. When he was uncertain, or if a matter were 
too involved, too novel or too important for him to 
decide, he referred it to his Supervisor. If the Su- 
pervisors disagreed in similar cases, or if a particular 
question was beyond their individual responsibility. 
the matter was referred promptly to the Committee. 
Every case took the same route; there was no as 
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signing of this case to this assistant for decision and 
that case to that one. No subordinate put the tough 
ones on the bottom of his pile because they required 
too much study; he simply passed the difficult ones 
along to his superior. For the protection of taxpay- 
ers a form of review on certiorari was provided, 
whereby if a citizen felt that a Division Head or 
Supervisor had acted when or as he should not, a 
written resumé of the case and an allegation of 
grievance could be filed with the Chairman of the 
Committee, who had power, if he chose, to order 
the case up. 


The composition of the Committee was the vital 
factor in the plan. It was first outlined as to quali- 
fications and then personnel was selected to fit the 
formula. Its five members were (1) an attorney 
with much experience in various phases of the legal 
work of the Bureau, (2) a legal theorist, (3) a trial 
man, (4) an expert in corporate organization and 
finance, and (5) an ordinary practitioner from the 
outside with no technical knowledge of taxation. 
The theory was that in these cases of great impor- 
tance the most nearly correct answers would be 
reached by group consideration with differing and 
even conflicting viewpoints. It was believed that in 
the long run a group thus composed, concentrating 
upon the problem, freely debating the issues, urged 
to express by vote a sound judgment, would come 
nearer to reaching sound conclusions than would any 
other method available. The answers to the obvious 
objection that the top rank would be swamped under 
such a procedure are (1) a Division Head who 
passed everything along to someone else for decision 
was merely a personnel problem, and (2) the plan 
worked: the Committee was always current. 

Judicial and quasi-judicial officials are overbur- 
dened with a vast variety of work. They are ham- 
pered with the necessary impedimenta of formal 
proceedings. Their time is limited. In the service 
of the executive departments—or available to them 

~is a personnel with breadth of experience, depth 
of character, capacity for work, courage. Given the 
proper procedural facilities, and a clear policy of in- 
dependence guaranteed them from the top, and the 
tax collection problem receives at their hands its 
very best solution. 

This method has no peculiar applicability to the 
legal divisions of enforcement agencies, but 1s equal- 
ly adaptable to other units wherein questions of fact, 
of accounting, of engineering, of valuation and all 
the other extra-legal complications of income taxa- 
tion are threshed out. Thus applied it can achieve, 
in addition to its other features, a highly desirable 
separation between purely ministerial activities and 
case-decision, functions now commonly commingled 
and vested in each of the higher officials. Such offi- 
cers customarily not only direct the operations of the 
divisions in their offices but are responsible for de- 
cisions made in cases and frequently personally 
render judgment in difficult problems. The combi- 
nation of functions is not an efficient one. Distinct 
talents are required, and moreover the whirl of daily 
ministerial duties precludes the possibility of unin- 
terrupted attention which case-decision requires. 
The plan described would separate these responsi- 
bilities. 
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3. Fraud Cases 


As I have already said, tax outlaws, like other 
outlaws, should be treated with abrupt finality, but 
before that stage is reached, good government re- 
quires that the outlaws be carefully distinguished 
from the ignorant, the merely venturesome, and oth- 
ers of the naturally law-observing class. The prime 
requisite in such a distinction is a clear and definite 
idea of what constitutes fraud on the revenue. 


Of course “fraud” cannot be defined with precision. 
But the basic idea can be indicated with sufficient 
certainty to permit people generally to know when 
they enter the prohibited area. Penalties were not 
designed as traps for the unwary. Good governors 
will set out easily-recognizable sign posts along the 
boundaries of criminal activity, and there are not as 
yet any such plain warnings. I believe that analysis 
of all the fraud cases which have ever been ultimate- 
ly sustained would show that they rest upon this: 
deception of government. That may sound superfi- 
cial, but as a matter of fact it presents one of the most 
useful doctrines available in this phase of tax ad- 
ministration. Because if fraud is invariably premised 
upon deception, then where there is no deception 
there can be no fraud; and it would follow that any 
taxpayer could file a return in complete assurance 
that it was fraud-proof by simply attaching to it a 
statement of the facts concerning each doubtful item. 

If a government should announce by an authorita- 
tive statement that there is no fraud where there is 
no deception; that a taxpayer can conclusively pro- 
tect himself against a charge of fraud by attaching 
to his return a resume of the facts relating to each 
doubtful item, it would accomplish several highly de- 
sirable objectives: (1) it would draw a definite and 
easily discernable line between the merely venture- 
some person and the willful outlaw, a distinction vital 
to good government; (2) it would relieve taxpayers 
generally of the curse of uncertainty with its conse- 
quent resentfulness toward this arm of the govern- 
ment; (3) it would place in the‘hands of the tax 
authorities the facts concerning millions of transactions 
about which they never would otherwise know. 
These results would work contrariwise to the ad- 
vantage of both taxpayers and government. 


4. Restatement of the Law 


This suggestion applies to Federal law. We have 
now had almost a quarter century of experience with 
the Federal income tax. Packed away in the files 
of the Treasury Department, and in the trained 
minds of experienced officials are millions of prob- 
lems and rulings thereon. Hundreds of decisions 
have been published and thousands not published. 
Yet running through the whole field of our income 
tax law are curious inconsistencies and complete un- 
certainties. They arise partly from our Habit of 
litigating the same or similar problems in different 
jurisdictions in deliberate attempts to get conflicts, 
partly from the custom of legislating about some one 
particular case which happens to come to Congres- 
sional attention, and partly to the periodically re- 
current executive policy of ruling in favor of the 

(Continued on page 634) 
























































































































































































































































HATEVER change is made in the procedure 
governing the presentation of Federal tax 
controversies to impartial tribunals for set 

tlement of disputes between the Government and the 

taxpayer, it is apparent that for some time to come a 

tax case will be largely controlled by the same pro- 

cedure applied in law ‘suits between private parties. 

Today it is assumed that the procedure employed in 

the Federal courts in connection with disputes be 

tween private parties is equally applicable in tax 
litigation, when as a matter of fact a private dispute 
and a tax controversy are not alike. 

In private disputes, normally both persons are par- 
ties to the transaction which forms the basis of the 
litigation. Each person has _ sufficient personal 
knowledge to have his own opinion, and an oppor- 
tunity to secure evidence to sustain such opinion. 
The different opinions of the parties can be substan- 
tiated by the pertinent evidence supporting the two 
views, and the two positions actually clash to reveal, 
as fully as possihle under the particular court pro- 
cedure in effect, the true situation as understood by 
the impartial tribunal. On the other hand, in a tax 
case the clash is not between the parties to the trans- 
action in question, for the Government is not as a 
rule a party to the transaction which forms the basis 
for the issue of fact. Tlowever, the taxpayer is a 
party to such transaction and has the advantage of 
his personal knowledge as to what occurred, what 
other persons are familiar with the transaction, and 
what books, documents, and papers relate to it. 
Thus, the evidence is usually known to the taxpayer 
alone and is in his possession or control, or ordina- 
rily may be obtained by him. In any event, the fact 
that the taxpayer is the primary source of the Gov- 
ernment’s information often prevents a complete 
development of the divergent opinions as to any 
issue of fact. 

The seriousness of this predicament is aggravated 
by the existing burden of proof. Though the Gov- 
ernment is not a party to the transaction under re- 

* Special Attorney, Office of Assistant General Counsel for the Bureau 
of Internal Revenue. The author emphasizes, however, that this article 
represents his own personal views and is net to be interpreted in any 


sense as an official and authoritative expression on the part of the 
Treasury Department, or any unit or bureau thereof. 
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Tax Litigation 


Adaptability in Federal tax appeal 
cases of formal procedure for dis- 
covery of essential facts before trial 


By HERMAN T. REILING* 


view in a tax case and the available evidence is 
usually in the possession or control of the taxpayer 
or its location is known to him, present procedure 
now requires the Government to bear the burden of 
proof as to all new issues raised by it after the tax- 
payer institutes the proceeding. Presumably this is 
considered traditionally correct. In private litigation 
a party who raises an affirmative defense or files a 
counterclaim has long had the burden of proof. 
This procedure when followed in private disputes 
gives effect to the practical consideration that the 
moving party is usually in a better position to adduce 
the proof with respect to the issues which he raises. 
However, the fact that the Government raises a new 
issue in a tax proceeding does not indicate that it is 
in a better position than the taxpayer, with respect 
to the issue so raised. It is still the taxpayer, and 
not the Government, who is the party to the trans- 
action. The taxpayer is the one in possession or con- 
trol of the evidence, regardless of who raised the 
issue. Consequently, no one can well maintain that 
the traditional burden in private litigation is equally 
applicable in tax proceedings.’ 

Notwithstanding this special nature of a tax pro- 
ceeding as compared with litigation between private 
parties, no attempt will here be made to suggest new 
or novel devices for the disposition of tax disputes. 
Instead, it would appear that we should first give due 
recognition to the attempts which have been made 
during the past century, with respect to correcting 
the predominant procedural inadequacies in the trial 
of law suits relating to litigation between private 
parties. Possibly we should avail ourselves of the 
experience thus obtained before it can be said that we 
have reached the stage where specialized procedure 
in tax cases would represent any substantial im 
provement over the progress which has been made 
in many jurisdictions in connection with litigation 
or that relating to tax disputes. Of course the me- 
chanics of the procedure which may be used in the 
disposition of tax disputes may be technically differ- 
ent but this does not preclude adaptations to carry 
out the same basic thought which has been the impelling 
motive in the changes made in judicial procedure. 


1Compare Rule 30, Rules of Practice of Board of Tax Appeals. 
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Procedural Improvement Possibilities 
in Federal Tax Jurisdictions 


HOUGH original jurisdiction of Federal tax 
I. cases is vested in two types of impartial tribunals 
—the Federal courts and the Board of Tax Appeals,? 
the need for improvement is practically the same, 
regardless of the different tribunals. On the points 
which offer an opportunity for the greatest proced- 
ural improvement, the procedure actually followed 
before the Board is little different from that which 
has long prevailed in the Federal courts. The chiet 
distinction which perhaps might be made lies in the 
different procedure which, so it is said, may be per- 
missible before the Board without any statutory 
change or any large upsetting of published decisions 
of precedent, but even that possible distinction may 
for the moment be ignored for the sake of the expe- 
rience of our past. 

So we may ask this question: What is the basic 
thought which has long prevailed among the ad- 
vance guard of the legal profession which, we must 
admit, does not move with radical rapidity? If we 
ignore all new or novel panaceas and confine our- 
selves to known and recommended outstanding im- 
provements, what would be our objective? For the 
purpose of fixing a starting point, let us first turn 
to our law books for this: 


A suit at law is neither a surprise party nor a guessing 
contest, but an attempt to further justice.’ 


Discovery Before Trial 


At this point we are reminded that the penalty 
for speaking of ideals is to face the problem as to 
what may be done in a practical manner. This issue 
has been most ably met by Professor Edson R. Sun- 
derland in the Foreword to Ragland, Discovery Before 
Trial. “It is probable,” so he says, “that no pro- 
cedural process offers greater opportunities for in- 
creasing the efficiency of the administration of justice 
than that of discovery before trial.” Elsewhere,‘ 
we find that he does not maintain that this sugges- 
tion is original with him. In 1887, almost fifty years 
ago, William Howard Taft, sitting as a state judge 
in Ohio, approved the trend toward discovery before 
trial and showed that he was fully aware of the pos- 
sibilities in this direction which have been responsi- 
ble for the progress made in that state. “There is 
no objection that I know,” so he said, “why each 
party should not know the other’s case.” Earlier, 
in 1874, the Supreme Court of Kansas, through Jus- 
tice Brewer, later a Justice of the Supreme Court of 
the United States, announced a similar understand- 
ing that justice “will not be apt to suffer if each 
party knows fully beforehand his adversary’s testi- 
mony.” To this there may be added the more recent 
views of the Supreme Court of Missouri in 1900,5 
of Judge Trippet in 1919,° of Judge James in 1923,7 
of Judge Augustus N. Hand in 1927, and the espe- 
cially pertinent remarks of Judge Woolsey in 1931. 


“The Board was first established in 1924, by Title IX, Revenue Act 

f 1924, and continued by sections 1000- 1003, Revenne Act of 1926. 

3 Jones, Commentaries on Evidence, p. 3801, Sec. 2048. 

*42 Yale L. J. 863-877. 

5 Tyson v. Farm & "x Savings & Loan a. y 156 Mo. 588, 594. 

5 Quirk v. Quirk (D. Cal. 1919), 259 Fed. 5 
. Tm wr } he th Co. v. Baird (D. CG. ‘Cal... 1923), 292 
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Criticizing the Federal practice as to discovery be- 
fore trial which, as pointed out below, had not kept 
pace with the progress made in some of the states, 
Judge Woolsey said: 

In view of several illuminating experiences which I have 
had in cases pending in the English courts, I feel hospitable 
to every form of interlocutory discovery and, unless bound 


by what I regard as controlling authority, I am inclined to 
be very indulgent in allowing interrogatories. 5 ase 


The rationale of this attitude is, of course, not only that 
the court wants to know the truth, but also that it is good 
for both the parties to learn the truth far enough ahead of 
the trial, not only to enable them to prepare for trial, but 
also to enable them to decide whether or not it may be 
futile to proceed to trial. The number of cases which have 
been dropped before trial owing to the rigorous discovery 
practiced in the English courts is, I understand, almost 
unbelievable. 

When these men expressed themselves, they were 
standing upon the shoulders of others who long be- 
fore were concerned with the same problem. This 
problem was not new in 1884, in 1887, or in 1931. 
Prior to that men had become concerned over the 
failure to achieve justice before the courts. In fact 
at one time soon after the American Revolution, one 
group became so aroused that they suggested the 
abolition of the existing unsatisfactory courts and 
the practice of law. The legal profession has also 
given consideration to the inequities which have 
arisen and, in the past, has attempted to eject “sur- 
prise parties” and “guessing contests” from the 
courts of justice. First, there was the bill of par- 
ticulars which is still available but is inadequate, for 
a party who makes any reasonable attempt to draw 
a proper pleading need not fear that the other party 
will be granted such a bill. Secondly, in the early 
part of the nineteenth century the courts of common 
law were empowered to require discovery by way of 
a bill of discovery, which was theretofore available 
only by a bill in equity. This step forward has of 
course been found to be inadequate, for it can only be 
used by the moving party to discover evidence mate- 
rial to his own cause. It can not be used to secure 
disclosures with respect to the adversary’s cause. 
Such disclosures must wait the trial when the ad- 
versary may make them with all due surprise. How- 
ever, inadequate as this means of discovery before 
trial has been found to be, it is significant to show 
that the moderns whose names are given above were 
not describing any substantially new objective. They 
merely looked with favor upon different devices to 
attain the same objective. 

It is at this point that the procedure in the Fed- 
eral courts and before the Board of Tax Appeals 
stops and fails to make any further progress toward 
the use of modern methods of discovery. The Fed- 
eral courts have not gone beyond the two devices 
just mentioned, the bill of particulars and the bill of 
discovery. The bill of particulars is also ineffec- 
tively available before the Board. Apparently the 
bill of discovery is so useless in tax cases that no 
one has considered it advisable to determine whether 
such a bill will be permitted by the Board. In gen- 
eral, however, it may be said that the Board recog- 
nizes that the rules applicable to Federal court 
process are applicable before the Board.’ 


§ Southern California Loan Association, 4 B. T. A. 223. 
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The Practice in Some State Courts 


In contrast to this situation before the tribunals 
having jurisdiction of Federal tax cases, modern 
methods of discovery are now permitted by the local 
courts in a number of states. The first distinct ad- 
vance attributable to the devices used is that a law- 
yer examining the opposite party for discovery 
before trial may interrogate upon all issues of the 
case, regardless of whose position is being disclosed. 
There are thirteen jurisdictions within the United 
States where discovery before trial may be as ex- 
tensive as this. This is accomplished by one of two 
methods. One is to liberalize the deposition pro- 
cedure so that depositions may be taken at any time 
after the proceeding is begun, without the party being 
required to show that the witness cannot personally 
appear before the court. Where this change has been 
made, one party to the cause may take the deposi- 
tion of the opposite party solely for discovery pur- 
poses and without any expectation that he will offer 
such deposition in evidence. By reason of statutory 
provisions to that effect he may examine the adver 
sary as if upon cross examination at the trial. Un- 
der the second method which has been adopted, the 
statute expressly provides for examination of the 

opposite party prior to trial. 


Restrictions in Federal Courts 


Though the results described are obtainable in 
some of the state courts by reason of liberal applica 
tion of statutory provisions which might be other- 
wise construed, no such liberality prevails in the 
Federal courts, much less the Board of Tax Appeals. 
The equitable bill of discovery, with all of its in- 
adequacies, is the most modern device available in 
the Federal courts. Under Equity Rule 58 a party 
“may file interrogatories in writing for the discovery 
by the opposite party or parties of facts and docu- 
ments material to the support or defense of the 
cause.” This rule is antiquated in that it restricts the 
examination to written interrogatories when only a 
superficis il investigation will show that an oral 
examination is far superior. But the more significant 
point is that this rule has been construed as not 
extending the right of discovery beyond matters 
relating to the party’s own cause of action or ground 
of defense. In other words, the moving party who 
is seeking discovery can not inquire into the ground 
of action or defense of his adversary and must inter- 
rogate only with respect to matters known to his 
adversary and pertinent to his own rather than his 
adversary’s case, thus leaving the adversary a full 
and complete opportunity to offer all the surprise 
testimony which he has to support his own case. 
Any attempt to ascertain the truth with respect to 
the adversary’s case would be a “fishing expedition” 
and taboo. Justice under this philosophy, so it seems, 
demands that a disclosure of the truth be not made 
until the trial of the case when it will be too late 
for the other party to show that the truth has not 
been revealed. 

As to the Board of Tax Appeals, it is given un 
limited power for “the taking of a deposition before 





TAX MAGAZINE 


any designated individual competent to administer 
oaths” under the revenue act.® There is nothing in 
the statute to indicate that the Board could not 
permit the taking of depositions at any time after the 
petition is filed with the Board, which deposition 
when taken by the Government would serve as a 
basis for ascertaining what evidence the taxpayer 
has to support his position, thus permitting the same 
practice now followed in trial of private law suits in 
some of the states. Though this procedure is not 
prohibited by the statute governing the Board of 
Tax Appeals, it is not permissible under the rules 
of the Board which contain the restriction that in 
applying for leave to take a deposition it must be 
shown why the person (the witness) can not appear 
personally and testify before the Board.’° This 
represents a narrow application of a power broadly 
given by Congress. No state court, which today is 
given such a broad power with respect to deposi 
tions, applies the limitation imposed by the Board. 
On the other hand, some courts in jurisdictions hav 
ing narrower statutory provisions apply such provi 
sions in a manner to permit discovery which, due to 
its own rules, can not be accomplished under the 
powers given the Board. 

If the practice in regard to disclosures of docu 
ments prior to trial before the Federal courts or the 
Board of Tax Appeals is compared with the modern 
methods which have been used in England and some 
of our states, the conclusion is no more favorable 
than that just made with respect to examination of 
witnesses prior to trial. The Federal statute ™ gives 
the courts the power to require “the parties to pro 
duce books or writings in their possession or power. 
which contain evidence pertinent to the issue, in 
cases and under circumstances where they might be 
compelled to produce the same by the ordinary rules 
of proceeding in chancery.” Clearly this provision 
is not as satisfactory as it might be, even if the 
courts were inclined to give it a liber al construction. 
Added to this, is the fact that the Supreme Court has 
restricted its application and has practically nullified 
it as a discovery measure. In Carpenter v. Winn,’ 
after years of uncertainty and conflict as to the mean 
ing of the statute, it was held that under this provi 
sion a party could not be compelled to produce in 
advance of the trial books and papers for examination 
and inspection by the other party. The measure 
also was held to give no opportunity to ascertain 
the adversary’s position, and in this respect it falls 
in the same class as the bill of discovery. In fact 
the limited scope of the bill of discovery is con- 
sidered sufficient reason for imposing a similar re- 
striction upon the application of this provision. In 
other words, the fact that a thing had not previously 
been permitted was given as the reason why it was 
not permitted by the enactment under considera- 
tion. This philosophy of the court is reflected in the 
following statement: 


_ Another consideration leading to the same conclusion is 
found in the fact that a bill of discovery can not be used 





® Section 908, Revenue Act of 1924, as amended by section 1000 of 
the Revenue Act of 1926. 

© Rule 45, Rules of Practice, Board of Tax Appeals. 

11 ee {24 of the U. S. Revised Statutes. 

221 U. &. S33. 


October, 1936 











iter 
an 
not 
the 
10n 


yer 
me 
in 
101 

of 
les 

in 
be 
Car 
his 
lly 


\S1 
rd. 


Vi 
to 
he 


he 
rn 
me 
ble 


ot 


FO 
el. 
in 
be 
les 
on 
he 


On 


Win 
lls 


ict 





October, 1936 


merely for the purpose of enabling the plaintiff in such a 
bill to pry into the case of his adversary to learn its strength 
or weakness. A discovery sought upon suspicion, surmise 
or — guesses is called a “fishing bill” and will be dis- 
missed. 


The New Illinois Civil Practice Act Methods 


In contrast to the Federal court and Board of Tax 
Appeals procedure with respect to disclosures of 
documents, there is the distinct feature of the new 
Illinois Civil Practice Act, enacted in 1933 which 
gives the Supreme Court of the state broad powers 
to adopt necessary rules in this regard and, in pur- 
suance of this power, the State Supreme Court has 
promulgated rules ** which spell out in plain lan- 
guage the right of one party to require the other 
to list and identify all documents and papers which 
he has and which relate to the cause of action, show- 
ing which he is willing to produce for inspection 
before trial and which he is not willing so to pro- 
duce. These rules incorporate a procedure which 
has been established in England, Ontario and other 
jurisdictions. Under this practice it is not necessary, 
as in the Federal courts or the Board of Tax Appeals, 
for the party desiring discovery first to be able to 
describe and identify all the documents and papers 
which he wishes his opponent to produce. The list 
which the other party may be required to file, 
identifies the documents. Provision is also made for 
cxamining a person and compelling him to disclose 
information with respect to the location of docu- 
ments which were once but are no longer in his 
possession or control. Furthermore, it is possible 
to have such documents and papers produced before 
the trial rather than at the trial as under the proce- 
dure still followed in other jurisdictions. 


Effect of Commissioner’s Right of Examination 


Possibly the fact that the Commissioner is given 
the power to make examinations for the purpose of 
ascertaining the correctness of a taxpayer’s return 
has dulled the ambition for progress in applying 
these discovery methods in tax cases. Of course this 
power of examination by the Commissioner is abso- 
lutely necessary for the enforcement of the tax laws. 
However, it should be noticed that the provision 
primarily confers the mere right of investigation. 
This is not enough, particularly when the taxpayer 
seeks to delay the collection of the tax for the pur- 
pose of litigating his liability, or seeks a refund of 
tax which he has paid—it is not enough if the tax- 
payer’s action toward his Government is to be de- 
termined by the same principles of fairness and 
justice which, so we have found in examining state 
court procedure, may be said to govern his relations 
with his fellow citizens. More than this, efficient ad- 
ministration of the tax laws depends upon more 
extensive disclosures by the taxpayer in connection 
with tax litigation. Until the proceeding is begun, it 
would be expensive and often unnecessary for the 
Government to assume that every adjustment will 
be litigated and proceed from the beginning of the 
audit to prepare for trial. Then too, when the tax- 





13 Rule 9, Supreme Court of Illinois. 
4% Section 1104, Revenue Act of 1926, as amended by section 618 of 
the Revenue Act of 1928. 
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payer decides to litigate, a mere right of examination 
falls short of the goal which might be attained if 
disclosures were required which would give the 
Commissioner a better opportunity to know before- 
hand the nature of the examination which should be 
made. There are now too many instances where 
after a proceeding is begun the first task is investiga- 
tion to determine what should be examined. Even 
in cases where this is known, improper difficulties are 
often encountered in making the examination. If 
the taxpayer does not produce the required docu- 
ments (or does not appear for examination), it is 
necessary to resort to the district court for an order 
compelling him to do so. Even though the taxpayer 
may later offer the documents in evidence, it some- 
times happens that when, prior to the trial, the Com- 
missioner attempts to examine such documents he 
may find that the taxpayer has removed them from 
the jurisdiction of the United States and refuses to 
produce them. On the other hand, under the Illinois 
procedure referred to above, any attempt to conceal 
such documents may serve to defeat the party’s cause 
of action. That is certainly a bold demand for fair 
play. As an alternative which might be applied in 
some circumstances, the failure to disclose might 
serve to shift the expense of the trial to the party 
failing to make the disclosure. 

The Illinois procedure also emphasizes a further 
weakness in relying upon the right of examination 
permitted the Commissioner. Such examination is 
usually conducted wholly outside the jurisdiction of 
a court and any failure on the part of the taxpayer 
to produce records which he has and which he knows 
are material to the case or any failure to disclose 
facts prior to the trial does not come to the atten- 
tion of the court for consideration, thus leaving him 
free to secure whatever advantage he may obtain 
by surprise testimony, without any fear of reprimand 
by the court. 


Legislative Devices to Permit Ascertainment of 
Facts Before Trial 


Once the right of discovery is extended under 
court and Board of Tax Appeals supervision, it must 
also be remembered that the task of preparing and 
filing applications for orders compelling the taxpayer 
to produce documents, books and papers is an 
enormous one for the Government. Along this line, 
a bill introduced in the California legislature in 
1931 2° is particularly interesting because of its auto- 
matic features. In this bill it was proposed that after 
issues of fact are joined the parties should file a 
statement of issues, containing the name and address 
of each witness by whom he expected to prove the 
issue, together with an affidavit by the witness stat- 
ing the principal facts known and relevant to the 
issue. It was proposed that a failure to file the 
affidavit should be grounds for preventing the wit- 
ness from testifying in the trial and that the court 
require the testimony of the witness to be confined 
to the facts stated in the affidavit. However, upon 
good cause shown, the witness might be permitted 
to testify, upon such terms and conditions and under 
such circumstances as the court might determine 


18 4 Southern Calif. Law Review 193. 
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to be just, thus intending to save to the party his 
full constitutional right of a fair and reasonable op- 
portunity for a hearing. 


Devices differently applied but inspired by an 
intent to accomplish a somewhat similar general 
purpose have been employed in England under its 
modern procedure. The two methods are known as 
“settlement of issues” and “summons for directions.” 
Under the procedure for the settlement of issues, 
after the pleadings have been completed, the parties 
and the judge get together and decide on the issues 
which shall go to the jury. Other British jurisdic- 
tions, such as Manitoba, Alberta, British Columbia, 
New Brunswick, Newfoundland and Saskatchewan 
employ a similar plan. The procedure known as 
summons for directions was first adopted in England 
in 1881. By this document the parties are notified to 
appear before a master so that he can get them 
together and with their aid shape the future course 
of the litigation. At the hearing an order may be 
made covering one or more of a number of items, 
such as pleadings, issues, particulars, admissions, 
interrogatories ; discovery of documents, and exami- 
nation of witnesses. In this country, New Jersey is 
the only jurisdiction which has any procedure similar 
to the English summons for direction. Due to the 
centralization of the Board of Tax Appeals in Wash- 
ington, without frequent circuit hearings, the two 
hearings which this procedure requires would 
seriously delay disposition of the cases. However, 
the purpose sought to be accomplished under such 
procedure may be otherwise attainable by the Board, 
as well as by the Federal courts. After all it is the 
purpose rather than the device itself which should 
find its way into our system, for the tendency in 
England is to reduce the so-called preliminary hear- 
ings to a formality, with the result that few issues 
are actually disposed of prior to trial and few cases 
are actually settled without trial. Hence, the sum- 
mons for directions does not effectively serve to 
shorten the procedure. 


The Problem of Shortening Procedure 


HE problem of shortening the procedure is like- 

wise important. Though a decision is obtained 
upon an issue which has been raised in a number 
of different proceedings instituted by taxpayers, 
there is now no effective means for quickly disposing 
of the other cases, unless the taxpayer voluntarily 
agrees to such prompt disposition. In addition to 
this, an appeal for somewhat inconsequential reasons 
may delay the collection of the tax beyond the period 
which such appeal deserves. If the procedure per- 
mitted a segregation of such cases, they might be 
promptly disposed of and yet give to the taxpayer a 
full opportunity to be heard. Up to the present the 
remedies suggested for this situation have been 
vaguely outlined in terms of an informal procedure, 
with little indication as to the scope of the informal- 
ity. In this country, the Massachusetts Board of 
Tax Appeals has an informal procedure.*® Though 
the statute contains no such restriction, this proce- 
dure is not followed in connection with income tax 


1 Chapter 58A, General Laws Relating to Taxation and Special 
Assessments. 
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appeals but is restricted to appeals involving the 
real estate tax. The fact that this restriction has 
been made by the Board would indicate that the 
informal procedure authorized is not considered 
adaptable to income tax cases. Another example of 
an informal procedure is the shortened procedure 
of the Interstate Commerce Commission.*7 How- 
ever, the circumstances under which it is followed 
do not contemplate the disposition of issues an- 
alogous to those in tax cases. The most satisfactory 
form of shortened procedure is found in the state 
statutes which provide for summary judgment. 
Thus, in Illinois 7* a plaintiff may file an affidavit of 
his personal knowledge of the facts upon which the 
complaint is based and the court may enter judgment 
for the plaintiff unless prior to the hearing on the 
plaintiff's motion the defendant files an affidavit of 
merits showing that he has a sufficiently good de- 
fense to all or some part of the plaintifi’s claim to 
entitle him to defend the action. The informality 
observed under this procedure consists of the formal 
presentation of affidavits which are not evidence in 
the strict sense of the word. In connection with 
summary judgments it should of course be noted that 
in tax cases the findings of the Commissioner are 
prima facie correct and he, rather than the taxpayer. 
would be in a position to move for summary judg- 
ment if such procedure were adapted to tax proceed 
ings. 

Too often procedural questions are chiefly con- 
fined to alleged difficulties in connection with plead- 
ings. It is presumed that the issues may be properly 
formulated by the parties to the action, providing 
we can only find the proper pleading device. In 
other words, after the pleadings have been filed the 
judge is supposed to be able to determine the 
ultimate questions in dispute. However, common 
law pleading probably never achieved this result. 
In the course of time clear statements of the facts 
of the case in the plaintiff’s pleadings gave way to 
fictitious and vague allegations which were couched 
in antiquated terminology. Proper pleading by the 
plaintiff became a matter of reciting a precise ritual, 
the particular one used depending upon the type of 
action. The defendant continued the concealment 
of the real points in issue by pleading the general 
issue. Beginning more than one hundred years ago 
attempts were made to improve this situation with- 
out, however, achieving any satisfactory result. For 
example, reforms in pleading were adopted in the 
form of the Rules of Hilary, term 1834, but in review- 
ing the effect of these so-called reforms, it has been 
found that the principal effect was to “restrict 
drastically the scope of the general issue” but that 
the situation after the change was worse than before 
it was made. See Whittier, Notice Pleading, 31 
Harvard Law Review 507, where it is stated: 

Under the common law system the matter was bad 
enough with a pleading question decided in every sixth 


case. But under the Hilary rules it was worse. Every 


fourth case decided a question on the pleadings. Pleadings 
ran riot. 





™ Rule X-A, Rules of Practice before the Interstate Commerce Com- 
mission. 


8 Section 57, Illinois Civil Practice Act, 1933; and Rule 8, Supreme 
Court of Illinois. 
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In this country reforms in pleading have been 
attempted by the adoption of what is called code 
pleading. Though this method has succeeded in 
partially eliminating the repetition of the common 
law rituals in pleading, it is difficult for the at- 
torney who has become acquainted with common 
law pleadings to completely divorce himself from 
the forms there used, with the result that he fre- 
quently copies his complaint direct from a form 
previously used in another case or from a model 
form which has been prepared by some person or 
organization for the use of attorneys. 

With respect to the answer filed by the defend- 
ant, little or no improvement has been made by code 
pleading. Though the defendant may be prohibited 
from entering a general denial, he circumvents this 
prohibition by denying each and every allegation 
of the complaint, thus giving no indication as to what 
statement he will actually contest at the trial. Addi- 
tional secrecy as to the real points at issue is often 
accomplished by the plaintiff alleging matters which 
he does not expect to prove at the trial, so that the 
defendant will have greater difficulty in ascertaining 
his true position. 


Consequently it would appear that the view taken 
in connection with reformed English pleading more 
properly summarizes what may be expected in any 
attempt to improve upon the pleadings in tax pro- 
ceedings. Reforms under the Judicature Acts of 
1873 and 1875, as distinguished from those under 
the Rules of Hilary referred to above, were predicated 
upon the view that it is impossible to expect written 
pleadings alone to provide a sufficient means of 
segregating and designating the points in dispute. 
Under this view and under the practice then adopted, 
pleadings may be dispensed with in many types of 
actions. In cases w here pleadings are required, they 
‘are to consist of a “statement in a summary form of 
the material facts on which the party pleading relies 
for his claim or defense, as the case may be, but not 
the evidence upon which they are to be proved.” 
Thus, in England it is recognized that justice is not 
mererly a matter of pleading. 


Considerations Apropos to Proposed 
Federal Administrative Court 


HE above considerations are especially signifi- 

cant in view of the current recommendations 
with respect to the establishment of an administrative 
court.’® It is also interesting to note that the bill °° 
which has been introduced in Congress to create a new 
court to be known as the United States Administra- 
tive Court does not contain provisions to reflect 
any portion of the thought expressed above. By 
this bill it is proposed to create a court to which 
there shall be transferred the present judges of the 
Court of Claims, the United States Court of Customs 
and Patent Appeals and the United States Customs 
Court, and the members of the Board of Tax Ap- 
peals. In some respects, the bill distinctly represents 
a backward step rather than a progressive or modern 
trend, for it would shift to the Government a burden 
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of proof which it does not now have, particularly in 
other than tax cases. Also, there is nothing in the 
bill to indicate that the suggested new court would 
not adhere to the same inadequate procedure now 
followed in tax cases, unless it could for some un- 
known reason be assumed that the court, if created, 
would undertake to overrule all present decisions. of 
precedent of the Federal courts, which, it may be 
said, appear to be entirely applicable to any court 
established by this bill. 


Informal Bureau Procedure Desirable 


l* CONCLUSION, it should be observed that the 
procedure for disclosure here discussed is that 
which might be applied when the tax controversy 
becomes a court action or a Board of Tax Appeals 
proceeding. Prior to that time there may be protests, 
hearings, or conferences in the Bureau of Internal 
Revenue, the success of which depends upon the full- 
ness of the disclosures made. However, the procedure 
for disclosure in connection with the proceed- 
ings before the Bureau should be simple, flexible, and 
informal. The taxpayer should be able to take full 
advantage of any protest allowed, without being 
compelled to employ counsel to protect his right of 
hearing before an impartial tribunal in the event a 
satisfactory settlement is not effected before the 
Bureau. In other words, the proceeding before the 
Bureau should not acquire the formalities, restric- 
tions, technicalities, and incidents of litigation. The 
large volume of actual or potential controversies now 
satisfactorily settled under present administrative 
procedure should not be disturbed. For example, 
out of approximately 170,000 instances in which de- 
ficiencies were asserted in income, estate, and gift 
taxes, during the fiscal year ended June 30, 1935, 
only 3,816 cases were appealed to the Board. The 
remaining cases were settled under the Bureau pro- 
cedure which in itself does not require the employ- 
ment of counsel. In this connection, it might be 
well to consider the extent to which the English 
departmental procedure is dependent upon the ac- 
countant and the manner in which the accuracy of 
the statements of the accountant is assured. Perhaps 
the predominance of the accountant over the lawyer 
in the English procedure and the different types of 
disclosures received may be a material reason * for 
the fact that England has little tax litigation. At 
any rate, it seems clear that the formal procedure 
for discovery before trial, as introduced in the state 
courts in private litigation, is primarily adaptable to 
the cases appealed to the Board of Tax Appeals or 
the courts. These cases are the ones which give this 
country its unfortunate record of tax litigation,”? un- 
equaled by any other country. 


1% See report of American Bar Association by special committee on 
administrative law. 
. 3787, 74th Congress, Second Session. 


2 Clearly this is not the sole distinction, for despite the publication of 
approximately 15,500 court and Board decisions within the past twelve 
years there is no distinct standard of fairness and reasonableness 
discernible by the taxpayer and the Government, thus leaving each 
year several thousand cases to be referred to the Board and the courts. 

* Approximately 100,000 Federal tax cases have been filed in the 


Federal courts and the Board of Tax Appeals, during the past twelve 
years 





Losses 


Factors underlying their treatment 
for income tax purposes—defects in 
system—possibilities of improvement 


By LOVELL H. PARKER* 


HE question of the manner in which gains and 

losses arising from the sale of capital assets 

should be treated for income tax purposes has 
long been a subject of controversy. Such divergence 
of opinion is inevitable from the fact that some con- 
tend that capital gains are not properly to be con- 
sidered as income while others take the opposite 
view. 

Before we can define capital gains and losses, we 
must define capital assets. This latter definition is 
in fact the one that offers the chief difficulty. There- 
fore, the first question is, “What are capital assets?” 
In a broad sense capital assets probably include all 
property in which money is invested. The account- 
ant, the economist, and the lawyer would doubtless 
define the term somewhat differently. However, for 
tax purposes, capital assets must be defined in a 
more or less arbitrary manner, thus creating sub- 
stantial differences in the statutory and non-statu- 
tory meaning. 

For example, from 1922 to 1933, inclusive, the 
definition of capital assets as written in our Revenue 
Acts was substantially as follows: 

“Capital assets” means property held by the taxpayer 
for more than two years (whether or not connected with 
his trade or business), but does not include stock in trade 
of the taxpayer or other property of a kind which would 
properly be included in the inventory of the taxpayer if 
on hand at the close of the taxable year, or property held 
by the taxpayer primarily for sale in the course of his 
trade or business. 

It is obvious, of course, that the two-year limita- 
tion in the definition just quoted is entirely arbitrary 
and that certain other portions of the definition are 
also arbitrary even though based on a policy of 
drawing a line of demarcation between capital assets 
and those other assets which are directly connected 
with the regular business of the taxpayer. 


Since 1934, the definition of capital assets has been 
changed, primarily because our system of taxing 





* Chief of Staff, Joint Committee on Internal Revenue and Taxation, 
Washington, D. C. Paper presented at the Round Table on “Current 
Problems of Business Finance,” July 9, 1936, during the Tenth Session 
of the Institute of Public Affairs, University of Virginia. Paper repro- 
duced, by permission, from the “Proceedings.” 

1Section 101(c), Revenue Act of 1932. 
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capital gains and losses has been changed. ‘The deli- 
nition as contained in existing law is as follows ”*: 

For the purposes of this title, “capital assets” means 
property held by the taxpayer (whether or not connected 
with his trade or business), but does not include stock 
in trade of the taxpayer or other property of a kind which 
would properly be included in the inventory of the tax 
paper if on hand at the close of the taxable year, or prop- 
erty held by the taxpayer primarily for sale to customers 
in the ordinary course of his trade or business. 

It may not be out of place to give a few simple 
examples of what constitute capital assets and what 
do not constitute capital assets under the definition 
contained in existing law, for it will be found that 
identical property is not always a capital asset when 
in the hands of different taxpayers. 


A share of United States Steel stock in the hands 
of the ordinary individual or corporation is a capital 
asset. A share of United States Steel stock in the 
hands of a dealer in securities is not a capital asset. 


A lot of land in the hands of an individual not 
primarily engaged in the real estate business is a 
capital asset. A lot of land in the hands of a real 
estate dealer is not a capital asset. 

A steam shovel is a capital asset when owned by 
a contractor. A steam shovel is not a capital asset 
when in the hands of the steam shovel manufacturer. 

A diamond ring is a capital asset in the hands of 
the ordinary person. A diamond ring is not a capital 
asset in the hands of the jewelry store. 

Having covered briefly the definition of capital as- 
sets, we now come to the question as to the defini- 
tion of capital gains and losses. Here again we face 
different conceptions of what constitute such gains 
and losses. Some may contend that there is a capital 
gain or loss by mere appreciation or depreciation in 
value, but for tax purposes capital gain or loss is 
only recognized when such gain or loss is realized 
by the sale or exchange of the capital asset. More- 
over, there are even some special exceptions to this 
general rule when tax-free exchanges are encoun- 
tered. In the ordinary case in our income tax law, 
capital gain or loss is the difference between the cost, 


* Section 117(b), Revenue Act of 1934. 
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reduced by depreciation and depletion, and the sell- 
ing price or the value of the property received in 
exchange. This is not at all a complete definition, 
since, for example, we must sometimes use March 
1, 1913 value in lieu of cost, and sometimes reduce 
the basis of the property by tax-free dividends re- 
ceived. 

Capital net gain or capital net loss is the excess 
of the total capital gains in one year over the total 
capital losses in the same year or vice versa. 


The United States has taxed capital gains and 
allowed certain deductions for losses since the incep- 
tion of our present income tax system in 1913. In 
fact, even under the Civil War Revenue Act, capital 
gains and losses were taken into account in comput- 
ing income. The three general methods which have 
been employed in the treatment of these gains and 
losses will be described later. 


Practice in Foreign Countries 


ET us now note the practice of the more impor- 
tant countries of the world in dealing with 
capital gains and losses for income tax purposes. 

Great Britain, as a general rule, does not tax capi- 
tal gains and allows no credit or deduction for capi- 
tal losses. It does tax gains and allows a deduction 
for losses when such gains or losses result from a 
trade or business connected with the disposition of 
the assets sold. For example, Great Britain would 
not tax the ordinary person when he sold a share 
of corporate stock, but it would tax a dealer in se- 
curities on the gain from the sale of a share of cor- 
porate stock. Great Britain would not tax a man 
who sold his diamond ring at a profit, but it would 
tax the jewelry store on the gain resulting from the 
sale of such a ring. In other words, it is reasonably 
accurate to say in general that Great Britain does 
not tax capital gains and does not allow deductions 
for capital losses as defined in our Federal Income 
Tax Law, and that it does tax the gains and does 
allow deductions for losses in connection with the 
sale of those assets which lie outside our Federal 
definition of capital assets, and which under our law 
are treated as ordinary income. However, there are 
some important exceptions to this general statement. 

For example, a man who devoted the majority of 
his time to buying and selling securities for his own 
account, nevertheless, would be held to be dealing 
in capital assets under the definition in our Federal 
law. In England, sucha man would be taxed on the 
gains from such transactions. As another example, 
in the United States we would consider the selling 
of stock or bonds by an insurance company as a sale 
of capital assets. In England, gains or losses arising 
from such sales would be taken into account for tax 
purposes on the theory that the buying and selling 
of securities is a necessary part of the insurance busi- 
ness. 

France has a system somewhat similar to England 
at least as far as individuals are concerned in that it 
does not tax the ordinary capital gain nor allow a 
deduction for the ordinary capital loss. The test of 
taxability is the test of whether or not the transac- 
tion is part of the regular business of the taxpayer. 
For example, a man who occasionally speculates on 
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the stock exchange and realizes a gain is not subject 
to tax on such gain. On the other hand, a man who 
habitually and continually speculates on the stock 
exchange would be subject to tax on his gains. 


In Germany, capital gains are not taxed ordinarily, 
but capital gains arising from dealings in securities 
are taxable if the securities were purchased and sold 
within a period of one year, and the profit amounted 
to 1,000 reichsmarks or more. Similarly, profits from 
the sale of real estate purchased within two years 
from the date of sale are taxable if the profit totals 
at least Rm 1,000. Such transactions are deemed to 
be “speculative.” 

Italy taxes capital gains if such gains are derived 
from transactions entered into for profit. Practically 
all securities thus come under the scope of the in- 
come tax law when sold. On the other hand, if a 
man sold his house and bought another it appears 
he would not be taxed on the profit which might be 
realized. 

Canada does not tax capital gains and allows no 
deduction for capital losses. In general, Canada fol- 
lows the English system already described. 


In view of this brief survey of the practice in for- 
eign countries, it seems fair to conclude that practi- 
cally all important foreign countries do not tax the 
individual upon the gain realized from sales of 
securities or other property when such sales do not 
occur as a part of his business. 


Nature of Income from Capital Gains 


HETHER or not capital gains should be in- 

cluded in our concept of income has long been 
a debated question. It is true that from a legal 
standpoint that question has been decided in the af- 
firmative, but many of our economists take the op- 
posite view. Let us first consider the right of the 
Government to tax capital gains under the Consti- 
tution and then consider briefly the viewpoint of 
some economists. 


Constitutional Income 

The taxation of capital gains was considered by 
the Supreme Court long before the constitutional 
objection to an income tax was raised. This was in 
1872, in the case of Gray v. Darlington. The tax- 
payer had sold Government bonds which he had held 
for four years, at an advance of $20,000 over their 
cost, and was assessed for the full amount of the 
gain under the Federal Revenue Act of 1867. The 
Court said, in sweeping terms, that “mere advance in 
value in no sense constitutes the gains, profits and 
income specified by the statute. It constitutes and 
can be treated merely as increase of capital.” The 
statute was peculiar, however, in that it taxed only 
“gains, profits, and income for the year. . . next 
preceding” the collection of the tax. The actual de- 
cision, therefore, was that the profits from the sale 
of an asset held four years was not income for the 
year in which taxed, as required by the statute. How- 
ever, it may be inferred from the opinion that capital 
gains realized in one year could be taxed under the 
statute. 


915 Wall 63. 
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On this ground, Gray v. Darlington was distin- 
guished in the next important case to arise, Hays v. 
Gauley Mountain Coal Co.* The Corporation Excise 
Tax Act of 1909 taxed corporations on “the entire 
net income received by it during such 
year.” The Gauley Mountain Coal Company, not 
empowered to trade in stocks, invested in certain 
mining shares in 1902 which it sold at a profit in 
1911. Thus the Court had to decide whether the 
sale in question resulted in income to the corpora- 
tion. The Court applied the definition of “income” 
used in two previous cases under the same act ® as “the 
gain derived from capital, from labor, or from both 
combined” and said: 

. since a conversion of capital often results in gain, 
the general purpose of the Act of 1909 to measure the tax 
by the increase from invested property, leads to the in- 
ference that that portion of the gross proceeds which 


represents gain or increase acquired after the taking effect 
of the act must be regarded as “gross income 


The Sixteenth Amendment empowered Congress 
“to lay and collect taxes on incomes, from whatever 
source derived.” The Supreme Court swiftly de- 
cided that “incomes” in the amendment meant the 
same thing as “income” in the Corporation Excise 
Tax Act ® and adopted the definition of income em- 
ployed under that Act, with the significant addition 
“provided, that it be understood to include profit 
gained through sale or conversion of capital assets.’”” 
Finally, it was squarely held in a series of cases de- 
cided in 1920° that the gain derived from a single, 
isolated sale of property which has appreciated in 
value over a series of years is income taxable under 
the Constitution. 


It may be regarded as settled, therefore, that capi- 
tal gains, as we have defined them, may be taxed by 
Congress as income under the Constitution? It 
may be noted in passing that the Court has clearly 
indicated that appreciations of capital which have 
not been realized can not be taxed.'° 


Economic Income 


After many years of discussion, there is still lack- 
ing an authoritative definition of “income” which is 
acceptable to all economists. Economists, unlike 
lawyers, are not compelled to compose their differ- 
ences before a tribunal. Hence, while the Supreme 
Court has decided, rightly or wrongly, that capital 
gains are “income,” the question is still in dispute 
among the leading economic authorities. The answer 


depends upon a choice between conflicting concepts 
of “income.” 


Probably the majority of economists and account- 
ants would disagree with the conclusion of the Su- 
preme Court. Professor Irving Fisher, of Yale 
University, is one of the leading authorities taking 
this view, and his book The Nature of Capital and 


$247 U. S. 188 (1917). 

5 Stratton’s Independence v. Howbert, 231 U. S. 399, 415. Doyle v. 
Mitchell Bros. Co., 247 U. S. 183, rk 

6 Southern P. Co. v. Lowe, 247 U. 330, 335. 

7 Eisner v. Macomber, 252 U. S. 88, 207. 

8 Merchants’ Loan & Trust Co. v. Smietanka, 255 U. S. 509; Eldorado 
Coal Co. v. Mager, 255 U. S. 522; Goodrich v. Edwards, 255 U. S. 527; 
Walsh v. Brewster, 255 U. S. 536. 

®See also Note (1921) 21 Col. Rev. 163, Constitutionality of Taxing 
Capital Gains as Income; B. Knollenberg, Taxable Income Under the 
Sixteenth Amendment, 9 THe Tax Macazine 87 (1931). 


_ Eisner v. Macomber, supra, holding that a stock dividend is not 
“income” to the recipient. 
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Income, published more than thirty years ago, is 


still a landmark in this difficult field. Professor 
Fisher’s view is that “income” consists of services 
rendered by some kind of capital (including human 
beings). Under this view, a sum of money received 
by an individual is income only if it is spent as in- 
come, for the satisfaction of human wants. If the 
money is reinvested, it is still capital, since the indi- 
vidual does not use it to live upon. He believes that 
receipts by an individual should be taxed according 
to reasonable expectation, from the nature of the 
receipt, whether it will be spent as income or rein- 
vested as capital. Ordinary receipts, such as wages 
and dividends, may be safely presumed to be ex- 
pended on current needs. On the other hand capital 
gains, which are extraordinary receipts from invest- 
ment, should be presumed to be reinvested as capital. 
Hence he concludes that— 

The present method of taxing capital gains is illogical 
and unjust. Under the present practice the mere change 
of investment, with no true income involved, may cost 
the taxpayer a huge penalty assessed against gains which 
are capital, not income, and which relate to transactions 
of many years past, not the current year. That this is 
unjust is virtually conceded when exceptions are made 
permitting the exchange of one stock for another, under 
certain conditions, thus avoiding specific profit-taking in 
money form. Evidently if it is permissible to exchange 
one stock for another, it ought to be equally permissibl« 
to sell the one and with the proceeds buy the other.” 

The same result, that capital gains are not prop- 
erly “income,” is reached on a slightly different 
theory by President Carl C. Plehn, of the University 
of California. Believing that the size of his income 
is no mystery to the man on the street, and that an 
acceptable definition can be obtained from common 
understanding, he finds that anticipated recurrence 
is the most important element of income. If a par- 
ticular receipt is expected to recur, it is income; if 
it is isolated and non-recurrent, it is an addition to 
capital. Recurrence need not be regular, but it must 
be periodic, even though irregular. Therefore, it is 
his view that the gains and profits which are outside 
the normal course of business and are non-recurrent., 
are not income. 


The “recurrence” test has some support from other 
authorities.4* It is disputed by Professor Seligman 
of Columbia, however, who regards it as outmoded.” 
It is his theory that the concept of “income” is grad- 
ually enlarging. Originally, it comprehended only 
money receipts from regular, recurrent sources 
slowly, it has been expanded to include money’s 
worth as well as money, such as the rental value oi 
a house occupied by the owner and exceptional as 
well as regular receipts. Finally, income may include 
not only the usufruct but gains from the disposal of 
the thing that yields it—capital gains. The proper 
view of income, as he sees it, is a receipt that occurs 
over some period of time, which is actually realized. 
and actually separated from capital. It is in the 
characteristic of separation that he differs with Pro 
fessor Fisher. If a given receipt, such as a dividend 
or profit from the sale of an asset, is physically sepa- 





11 The Income Concept in the Light of Experience, page 19 (1927). 
( — as Recurrent, Consumable Receipts, 14 Am. Econ. Rev. 
1924 
13 Professor F. A. Fetter, Principles of Economics. 
4 Tax Reduction and Tax Exemption, 219 No. Amer. Rev. 443 (1924): 
Studies in Public Finance: Are Stock Dividends Income? (1925). 
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rated from the capital fund, it does not matter that 
it is returned to capital by reinvestment. The re- 
cipient’s power over it, to spend it or accumulate it, 
makes the receipt income. This is, of course, the 
view which the Supreme Court has taken. 


Professor Seligman believes that the concept of 
income may broaden still further to the accountant’s 
definition: “the increase of the recipient’s economic 
power between the beginning and the end of the ac- 
counting or tax period.” This conception is presently 
used in estimating business or corporate income— 
the inventory difference in the value of the assets— 
and its wider application to individuals is urged by 
Professor Hewitt, of the University of Pennsylvania, 
who defines individual income as “the flow of com- 
modities and services accruing to an individual.” 
“Income” in this sense, of course, includes not only 
realized capital gains, but unrealized capital incre- 
ments. 


These different concepts of income held by various 
economists are interesting and useful. However, 
taxation is fundamentally a practical matter and the 
real tests are revenue and fairness to the taxpayer. 
3efore taking up the practical side of the question, 
however, it will be well to sketch briefly the history 
of the capital gain and loss provisions of our Federal 
Income Tax laws. 


History of Capital Gain and Loss Provisions 
Civil War Revenue Act 


rl HE first income tax imposed in the United States 

was during the Civil War. This Act, as amend- 
ed, specifically included in taxable income the “net 
profits realized by sales of real estate purchased 
within the year for which income is estimated * * * 
and also all income or gains derived from the pur- 
chase and sale of stocks or other property, real or 
personal.” 


The Act of 1894 


The 1894 Act, which was declared unconstitu- 
tional, taxed gains from the sale of real estate, por- 
vided it was purchased within two years preceding 
the period for which income was estimated. 


Acts from 1913 to 1921 


From 1913 to 1921, inclusive, under the Sixteenth 
Amendment to the Constitution, our Revenue Acts 
taxed capital gains in the same manner as any other 
income, that is, such gains were included with other 
income and made subject to both normal and surtax 
at the full rate. Consistently, capital losses were 
allowed to be deducted in full from gross income in 
arriving at net income after 1917. In 1916, losses 
were only allowed to the extent of the gains. ~ 


Acts from 1922 to 1933 


The Revenue Act of 1921, in respect to gains 
arising in 1922 and subsequent years, made a sub- 
stantial change in the prior system insofar as indi- 
viduals were concerned. This Act provided that the 


4% William Wallace Hewitt, The Definition of Income and Its Applica- 


tion in Federal Taxation (1925). 
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excess of capital gains over capital losses, or the 
capital net gain, arising from the sale of property 
held over two years could, at the option of the tax- 
payer, be omitted from his ordinary net income and 
taxed separately at a flat rate of 12% per cent. This 
gave a substantial reduction in tax to those taxpayers 
who realized capital net gains and were in the higher 
income tax brackets. Under this Act, if a man had 
a capital net loss he was permitted to take such loss 
in full against his other income. 


The Revenue Act of 1924, while retaining the same 
system of taxation in the case of a capital net gain, 
included a provision which treated capital net losses 
consistently. That is, it was provided that capital 
net losses could not thereafter be deducted from or- 
dinary or current income if the result was to reduce 
the normal and surtax by more than 12% per cent 
of the amount of such net loss. When such a result 
did occur, the taxpayer was entitled to a tax credit 
of 12% per cent of the amount of his capital net loss. 


The Revenue Acts of 1926 and 1928 made no sub- 
stantial changes in the method of treating capital 
gains and losses, but the Revenue Act of 1932 did 
make a substantial change in the treatment of losses 
on the sale of stocks and bonds held for two years 
or less. This change was brought about by the need 
of revenue and the practical situation resulting from 
the depression. Section 23 (r) of the Revenue Act 
of 1932 provided that losses arising from the sale of 
stocks and bonds held for two years or less should 
be allowed only to the extent of the gains arising 
from the sale of stocks and bonds held for 2 years 
or less. In other words, any excess of these losses 
over gains resulting from short term investments 
could not be charged off against the other income 
of the taxpayer. The section did permit such excess, 
however, to be carried forward one year and applied 
against short-term gains in such year. 

The National Industrial Recovery Act of June 16, 
1933, however, took away the right of carrying over 
to the subsequent year this excess of short-term 
losses over short-term gains. 


Acts from 1934 to Date 


The Revenue Act of 1934 provided entirely new 
treatment for capital gains and capital losses arising 
from the sale of capital assets. In the first place, 
the definition of capital assets was changed so that 
the two-year limitation was eliminated. In the sec- 
ond place, the flat rate of 12% per cent was abolished. 

The new plan provided for taking into account in 
computing the net income of individuals a percen- 
tage of the capital gain or loss realized, such per- 
centage becoming less according to the length of 
time for which the asset had been held. The per- 
centages provided for in the law were as follows: 


10) per centum if the capital asset has been held for 
not more than 1 year; 

80 per centum if the capital asset has been held for 
more than 1 year but not for more than 2 years; 

60 per centum if the capital asset has been held for more 
than 2 years but not for more than 5 years; 

40 per centum if the capital asset has been held for more 
than 5 years but not for more than 10 years; 


30 per centum if the capital asset has been held for more 
than 10 years. 
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In other words, this new system, while including 
capital gains and losses with other income subject 
to the normal and surtax, gave a reduction in tax on 
the gains by only including a part of such gain in 
net income when the asset had been held for more 
than one year. This reduction was greater as the 
length of time for which the asset had been held 
was greater. 

However, the deduction of capital losses was se- 
verely limited, such losses being allowed only to the 
extent of the capital gains, plus $2,000. 

This same system of treating capital gains and 
losses originating in the Revenue Act of 1934 has 
been retained in the Revenue Acts of 1935 and 1936. 


Reasons for Special Treatment of Capital 
Gains and Losses 


E HAVE seen that from 1913 to 1921, inclu- 
Ww sive, income from capital gains was treated 
like any other income, and capital losses were de- 
ductible from gross income like any other business 
expense after 1917. What was the reason for chang- 
ing this system to a 12% per cent flat rate on capital 
assets held over two years, as was brought about 
prospectively by the Revenue Act of 1921? 


The Report of the Committee on Ways and Means 
submitted to the House of Representatives at the 
time of the introduction of the bill contains the fol 
lowing statement: 

The sale of farms, mineral properties, and other capital 
assets is now seriously retarded by the fact that gains and 
profits earned over a series of years are under the present 
law taxed as a lump sum (and the amount of surtax greatly 
enhanced thereby) in the year in which the profit is 
realized. Many such sales, with their possible profit-taking 
and consequent increase of the tax revenue, have been 
blocked by this feature of the present law. 

In other words, the Congress came to the conclu- 
sion that, with a normal rate of 8 per cent and sur- 
tax rates going as high as 50 per cent, individuals 
would refrain from taking profits on account of the 
magnitude of the tax. This would not only prevent 
normal business transactions, but might also result 
in loss of revenue. The Congress was also undoubt- 
edly aware of the fact that, under the law existing 
at the time, capital losses were being freely taken 
to offset ordinary income. 

Subsequent results seem to show that the conclu- 
sion arrived at by the Congress was correct as to the 
proposition of capital gains being retarded by high 
surtaxes. The relief provision, whether or not sound 
in all its elements, did bring about a much greater 
volume of capital transactions. For example, figures 
prepared by the Special Senate Committee Investi- 
gating the Bureau of Internal Revenue, often called 
the Couzens Committee, showed the following re- 
sults taken from the income tax returns of 4063 indi- 
viduals with net incomes of over $100,000 in 1916: 


Year Capital Gains Capital Losses 
1917 $ 28,836,826 $ 19,150,961 
1918 7,937,991 65,072,240 
1919 36,687,447 124,233,174 
1920 10,910,541 216,116,946 
1921 10,596,216 160,121,432 
1922 95,245,772 87,032,461 
1923 78,345,775 101,958,153 
1924 101,089,611 53,784,450 
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It should be noted from these figures that in 1922, 
the first year in which the capital gain relief provi- 
sion went into effect, capital gains were twelve 
times greater than those reported in 1918, when no 
relief provision was in effect. It should also be noted 
that losses in 1922 were only about one-third more 
than in 1918. 

If we go into the higher surtax brackets and ex- 
amine the returns for a series of years of the 75 
individuals who had a net income of over $1,000,000 
in 1924, the impetus given capital transactions by the 
121% per cent provision is shown still more clearly. 
For example, here are the capital gains of these 75 
individuals from 1917 to 1925: 


1917 $ 2,803,233 1922 $12,060,266 
1918 1,723,990 1923 14,732,561 
1919 2,924,452 1924 53,627,261 
1920 1,243,069 1925 62,822,952 
1921 437,977 


In other words, capital gains reported in 1918 by 
75 individuals with no relief provision amounted to 
less than $2,000,000, while in 1925 these same indi- 
viduals reported over 31 times as much gain, or over 
$62,000,000, under the relief provision. 

The losses reported by these same individuals for 


the same years show no such fluctuation. These 
losses were as follows: 

1917 $16,110,792 1922 $44.077,158 
1918 23,955,447 1923 10,761,119 
1919 36.330.430 1924 34,615,459 
1920 42,964,016 1925 45,230,895 
1921 41,459,237 


It cannot reasonably be doubted, in view of the 
facts, that the 1214 per cent flat rate of tax did bring 
about transactions on the part of those in the high 
surtax brackets which would not have occurred but 
for this lowered rate. Undoubtedly, also, there was 
a net gain in revenue to the Government. 

However, numerous objections can be raised as 
to the equity of the 12% per cent provision. These 
objections are as follows: 

First, the flat rate of 1214 per cent is not based 
on any sound or equitable theory and can be de 
fended only on the ground for expediency. 

Second, the provision benefits only a comparative 
lv few taxpayers with net incomes of over $30,000, 
or approximately 114 per cent of such taxpayers. 

Third, the relief from taxation becomes greater 
as the net income becomes greater. Therefore, the 
provision is not in accord with the principle of ability 
to pay. 

Fourth, the two year limitation is entirely arbi- 
trary and results in the same relief being given for 
the gain on an asset held two years as for an asset 
held twenty years. 

The Joint Committee on Internal Revenue Taxa 
tion investigated the subject of capital gains and 
losses in 1927.1° The Committee considered three 
basic questions : 

First, should capital gains and losses be eliminated 
from the scope of the income tax? 

The answer to this question was in the negative, 
primarily because at that time a loss in revenue could 
be expected. 





= See Report of Joint Committee on Internal Revenue Taxation, 
dated November 15, 1927. 
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Second, should capital gains and losses be includ- 
ed in net income and taxed as ordinary income? 


The answer to this question was in the negative, 
primarily because it was believed that normal busi- 
ness transactions would be seriously retarded by 
such a course. 

Third, should the flat 1214 per cent provision for 
taxing capital gains, with corresponding treatment 
for capital losses, be continued? 

The answer to this question was in the affirmative 
in respect to the pending revenue bill, but it was 
plain from the discussion in the report that the 12% 
per cent provision was not satisfactory and should 
be continued only up to such time as a better and 
more equitable method could be found. 

The conditions existing at the time of making this 
report should be noted. In the first place, the maxi- 
mum normal tax rate was then 5 per cent and the 
maximum surtax rate only 20 per cent. In the sec- 
ond place, capital gains were large and capital losses 
were small. Finally, the relief accorded was not so 
great as to magnify the inequity of allowing relief 
to the large taxpayer but not to the small taxpayer. 

However, a report was submitted on November 
28, 1928, to the Joint Committee by its staff, setting 
forth a new method, which, while arbitrary, was ad- 
vocated as being more equitable and as being de- 
fensible on the basis of a sound theory. This theory 
was as follows: 

The tax on capital gains should approximate the tax 
which would have been paid if the gain had been realized 
in uniform annual amounts over the period during which 
the asset was held. In the same way, the reduction in tax 
due to losses should approximate the reduction in tax 
which would have resulted if the loss had been incurred 
uniformly over the period during which the asset was held. 

The report proposed to take into account in com- 
puting income a certain percentage of the capital 
gain or loss, depending on the length of time for 
which the asset was held. 

If the asset was held less than two years, 100 per 
cent of the gain or loss was taken into account; if 
held for two years, but less than three, 90 per cent 
of the gain or loss was taken into account; if held for 
three years, but less than four, 80 per cent; if held 
for four years, but less than five, 70 per cent; if held 
for five years, but less than seven, 60 per cent; if 
held for seven years, but less than ten, 50 per cent; if 
held for ten years, but less than fifteen, 40 per cent; 
and finally, if the asset was held for more than fifteen 
years, it was proposed not to recognize gain or loss 
at all. 

The report contained this significant statement 
as to the practical advantages of the proposed plan 
to the Government: 

In any event, the proposed provision should tend to 
stabilize the revenue. That is, we should get more reve- 
nue in years of depression when it is needed and less in 
good years when the tax on ordinary income should be 
sufficient. From the standpoint of the Government, the 
present period of high prices is an advantageous time to 
make the change. 

This report, made in 1928, undoubtedly laid the 
foundation for the change made in the treatment of 
capital gains and losses brought about in 1934. 

In 1934 conditions had changed. There was ur- 
gent need for revenue and conditions were far from 
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prosperous. Moreover, a normal rate of 4 per cent 
and surtax rates reaching 59 per cent were contem- 
plated. Under such rates, the 12%4 per cent provi- 
sion cut the maximum tax from 63 per cent to 12% 
per cent, while under the 1926 and 1928 Acts the re- 
lief only reduced the maximum tax from 25 per cent 
to 12% per cent. 

A subcommittee of the Committee on Ways and 
Means of the House of Representatives issued a re- 
port under date of December 4, 1933, in which the 
following statement is made in respect to capital 
gains and losses: 


Our present system has the following defects: 

First. It produces an unstable revenue—large receipts 
in prosperous years, low receipts in depression years. 

Second. In many instances, the capital gains tax is im- 
posed on the mere increase in monetary value resulting 
from the depreciation of the dollar instead of on a real 
increase in value. 

Third. Taxpayers take their losses within the 2-year 
period and get full benefit therefrom, and delay taking 
gains until the 2-year period has expired, thereby reducing 
their taxes. 

Fourth. The relief afforded in transactions of more than 
two years is inequitable. It gives relief only to the large 
taxpayers with net incomes of over $16,000. 

Fifth. In some instances, normal business transactions 
are still prevented on account of the tax. 

Your subcommittee has examined the British system, 
which disregards these gains and losses for income-tax 
purposes. The stability of the British Revenue over the 
last 11 years is in marked contrast to the instability of our 
own. In that period the maximum British revenue was 
only 35 per cent above the minimum, while in our own 
case the percentage of variation was 280 per cent. 

Your subcommittee, however, has been unable to reach 
the conclusion that we should adopt the British system. 
It is deemed wiser to attempt a step in this direction with- 
out letting capital gains go entirely untaxed. 


The final result was that the Revenue Act of 1934 
contained the new treatment of capital gains and 
losses already described earlier in this statement,— 
the amount of gain or loss taken into account in 
computing income varying from 100 per cent to 30 
per cent, in proportion to the length of time for 
which the asset had been held. It should be noted, 
of course, that these reductions in the amount of 
gains or losses taken into account for income tax 
purposes are limited to individuals and have no ap- 
plication in respect to corporations. 


Possible Improvements in the Method of 
Treatment of Capital Gains and Losses 


O MUCH for the background of our Federal 
system of treating capital gains and losses for 
income tax purposes. Let us first enumerate briefly 
the defects in our present system and then pass on 
to a consideration of possible improvements to that 
system. 


Defects in our Present System 


The present system of treating capital gains and 
losses has one glaring inequitable defect which must 
be obvious to all and which can only be defended 
on the ground of expediency. This defect results 
from the fact that capital gains are added to ordi- 
nary income, but capital losses can only be deducted 
to the extent of the gains, plus $2,000. The $2,000 
proposition is only a relief affecting the small tax- 


























payer. Under this system, it is entirely possible for 
a man to have capital losses of $1,000,000 and other 
income of $1,000,000 and still pay a tax of about 
$650,000. Thus, he is poorer at the end of the year 
by the total amount of the tax. 


A second defect of our present system results 
from the fact that it considers one year only. How 
much fairer would it be if it would allow the losses 
of one year to be offset against the gains of a sub- 
sequent year? For instance, a man can Start out 
with $1,000,000 in capital and in a few years find 
his capital depleted to $500,000, and yet in the mean- 
time pay some hundreds of thousands of dollars of 
tax to the Government. 


Finally, our present system interferes to a con- 
siderable extent with normal business transactions. 
It encourages the taking of losses within one year, 
and discourages the taking of gains until relief can 
be secured by the reduction in the amount of gain 
taken into account in computing income based on 
the length of time for which the asset has been held. 


Possible Improvements 


It is extremely difficult to suggest improvements 
to our present provisions governing the treatment 
of capital gains and losses, because such treatment 
must be synchronized with the general structure of 
our taxing act. For example, the Revenue Act of 
1936, just passed by the Congress, contains such sub- 
stantial changes in the method of taxing corpora- 
tions as to affect vitally the question of how capital 
gains and losses should be treated. To illustrate 
this point it is merely necessary to observe that an 
examination of the facts will show that the major- 
ity of the capital gains in the past have been realized 
from the sale of corporate stock. The increased 
value of corporate stock comes about largely, of 
course, because a considerable portion of the net 
earnings are retained in surplus and used in increas- 
ing the earning power of the corporation. Under 
the present undistributed profits tax system, the tax 
on the annual earnings of a corporation may be in- 
creased from 15 per cent to 33 per cent if all the 
earnings are retained for expanding the business of 
the corporation. We do not intend to go too far 
outside our subject of capital gains and losses to 
discuss the merits of the new tax on undistributed 
profits, but it is proper to observe that if this system 
is continued, the question of capital gains will be- 
come comparatively unimportant in the long run as 
a revenue producer. 


In fact, under an undistributed profits tax system, 
a complete adoption of the British system might well 
be contemplated as the final goal. The undistrib- 
uted profits tax encourages and may even force the 
distribution of all corporate earnings either by way 
of cash dividends, taxable stock dividends, or inter- 
est-bearing script. If a stockholder pays annually 
his full tax on all corporate earnings distributed by 
way of stock dividends or similar devices, it is ob- 
vious that his capital gains will be seriously cur- 
tailed, for his basic investment in the corporation 
will continually increase. On the other hand, under 
this system, capital losses will undoubtedly exceed 
capital gains so that the Government would prob- 
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ably be better off if it left capital gains and losses 
out of account in computing net income. 


However, the adoption of the British system, sud- 
denly, would probably be unwise not only from a 
revenue standpoint but from equitable standpoints. 
Ordinary income is so easily changed into capital 
gains that intense study would have to be given to 
the possibilities of tax avoidance opened up through 
the sudden adoption of the British plan. For ex- 
ample, if a corporation declares a dividend on De- 
cember 3lst, payable to stockholders of record of 
January 15th, it is obvious that the stock will ad- 
vance in price between January 1 and January 15, 
so that a stockholder by selling between those dates 
may turn dividend income into capital gain income. 

Another plan which might find favor is to revise 
our present system. That is to say, it is entirely 
possible to make our present bracketed system, deal- 
ing with the amount of capital gain or loss to be 
taken into account, much more scientific. Some- 
what more relief might be given, but the brackets 
could be increased so that the transition from no 
relief to substantial relief would be so gradual as to 
interfere only slightly with normal transactions. 

Finally, it is suggested, in view of the practical 
condition, in view of the substantial changes taking 
place in our general scheme of taxing income, and 
in view of the substantial differences which exist in 
the nature of ordinary income and the income from 
capital gains, that consideration be given to a plan 
whereby capital gains would be subjected to income 
tax entirely apart from other income. 


In other words, suppose we do not add capital 
gains to other income or subtract capital losses there- 
from. Conceive of capital gains and losses going 
into a separate basket by themselves. Now, if you 
will imagine a capital gains tax with graduated rates 
approximating one-half our present tax rates, and 
imagine capital losses as an offset against gains 
with a provision whereby the capital net losses may 
be carried forward for a period of six years, it will 
be found that a fairly equitable result will be ob- 
tained. 


Let us test this system in comparison with our 
present system in a not unusual case: 
Assume a man has the following capital net gains 


and net losses in a six-year period disregarding his 
other income. 


1936—Capital net losses $100,000 
1937—Capital net gains $150,000 
1938—Capital net losses 50,000 
1939—Capital net gains 150,000 
1940—Capital net losses 250,000 
1941—Capital net gains 100,000 

Total gains six years $400,000 ois 

Total losses six years $400,000 


Under this example, assuming assets held between 
one and two years, under existing law the tax would 
be $113,650, although the taxpayer’s net gains and 
net losses in the six-year period exactly counter- 
balanced and he was not one dollar richer at the 
end of the six years. Under the proposed plan the 
tax would be $18,440. 


(Continued on page 625) 
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International Double 


Taxation~— A. B. A. Report 


Association in Boston, Mass., two reports of 

interest to taxpayers were adopted. That pre- 
sented by the Special Committee on Federal Taxa- 
tion was published in the September issue of THE 
Tax MaGaziIneE (p. 524)*. The text of the report 
made by the Committee on International Double 
Taxation follows: 


\ T THE recent convention of the American Bar 


Franco-American Treaty—New Regime for 
Foreigners in Revenue Act of 1936 


The work of fifteen years for the reduction of interna- 
tional double taxation was reflected in the Franco-American 
treaty on double taxation which came into effect on Jan- 
uary 1 of this year, and in the new régime for taxing non- 
resident alien individuals and foreign corporations embodied 
in the Revenue Act of 1936. 

The recognition of the fact that liability to tax on the 
same income in two or more countries is a serious obstacle 
to the flow of trade and investments prompted the Inter- 
national Chamber of Commerce and the League of Nations 
during the depression of 1920 to start their studies of 
methods to reduce or prevent this double liability, and 
many conferences have since been held, and conventions 
and treaties drafted.’ It is an interesting coincidence that 
definite results of American participation in this work are 
being realized at this time to assist in the recovery from 
the recent depression. 

The changes effected by the Revenue Act of June 22, 
1936, were intended primarily to remove tax obstacles to 
dealings by foreigners on the commodity and stock ex- 
changes and the acquisition of American securities. The 
Franco-American treaty removed serious fiscal burdens on 
American corporations operating in France through branches 
or subsidiaries, partly through restricting certain taxes to 
a territorial application and partly through providing for 
reciprocal exemptions from others. The Franco-American 
treaty was discussed in detail in last year’s report of this 
committee, but as some of the fundamental principles 
embodied therein have been followed in the new régime 
for nonresident aliens and foreign corporations in the 
Revenue Act, they shall be recalled in passing. Inciden- 
tally, these principles in the treaty can be traced back to 
various provisions in the model conventions drafted at 
Geneva. 


Franco-American Treaty on Double Taxation 


The principal purpose of the Franco-American treaty 
was to free dividend and interest payments of American 
corporations in the United States from the application of 
a French tax. This tax, popularly known as the “dividend 
tax,’ had been imposed on foreign corporations having 
property in France within their objects by virtue of Article 
3 of the administrative Decree of December 6, 1872, and 
was levied on an arbitrarily fixed taxable quota of the divi- 
dends and interest paid at the home office, in the ratio of 
assets in France to total assets. Through administrative 
practice and jurisprudence the application of this tax had 
been extended to cover American corporations controlling 
French companies. As the dividend tax is withheld when 
the French company distributes dividends to the American 
parent company, the imposition of the tax on the latter as 


* See also page 625 of this issue. 

1 See Collection of International Agreements and Internal Legal Pro- 
\isions for the Prevention of Double Taxation and Fiscal Evasion, C. 
345. M. 102. 1928. II, League of Nations. 

>See “The Development of International Tax Law: Franco-American 
Treaty on Double Taxation—Draft Convention on Allocation of Business 
Income” American Journal of International Law, Volume 29, Number 
1, October, 1935. [The text of the convention was published also in the 
Tuly, 1935, issue of Tue Tax Macazine, p. 409.—Editor.] 
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well constituted the double imposition of the same tax on 
theoretically the same income. 

The key provision to the Franco-American treaty em- 
bodies the fundamental principle formulated at the Geneva 
conferences, namely, that an enterprise of one country 
should not be taxable in another in respect of income from 
its business activities unless it has there a permanent estab- 
lishment. Thus Article I of the Franco-American treaty 
reads: 

Enterprises of one of the contracting states are not subject to taxation 
by the other contracting state in respect of their industrial and com- 


mercial profits except in respect of such profits allocable to their perma- 
nent establishments in the latter state. 


The definition of the term “permanent establishment” is 
found in No. 3(a) of the protocol to the convention, which 
reads as follows: 

The term “permanent establishment” includes branches, mines and oil 
wells, factories, workshops, warehouses, offices, ayencies, and other fixe:! 
places of business, but does not include a subsidiary corporation. 

When an enterprise of one of the States carries on business in the 
other State through an agent established there who is authorized to 
contract for its account, it 1s considered as having a permanent establish- 
ment in the latter State. 

But the fact that an enterprise of one of the contracting States has 
business dealings in the other State through a bona fide commission 
agent or broker shall not be held to mean that such enterprise has a 
permanent establishment in the latter State. 


Under Article V of the convention an American corpora- 
tion with a branch in France can be freed from having to 
pay the tax on income from securities if it makes the dec- 
laration described in that article. In that case the Ameri- 
can corporation itself will be exempt from the application 
of the tax imposed under Article 3 of the decree of Decem- 
ber 6, 1872, and will pay that tax on a presumed dividend 
of three-fourths of the profits realized by the French estab- 
lishment determined in accordance with Article I. 

An American corporation with a subsidiary in France 
shall likewise be freed from the extraterritorial application 
of this tax by making with the French subsidiary the joint 
declaration prescribed in Article VI of the convention. If, 
however, any profits have been diverted from the French 
subsidiary to the American company by dealings on other 
than an arm’s length basis as provided in Article IV, the 
amount of profits thus diverted shall be treated as a divi- 
dend and the tax thereon shall be collected from the sub- 
sidiary. Thus the application of the French so-called 
dividend tax is restricted territorially to income allocable 
to a permanent establishment in France or to the French 
subsidiary, and the test to be applied in allocating the 
income is the simple rule of transactions with independent 
third parties. 

Other provisions in the convention, however, provide for 
the reciprocal exemption of certain items of income as 
follows: 

a. Income derived by an enterprise of one State from the effecting of 

transactions through a bona fide commission agent or broker in 


the other, which is exempt in the latter State, Article I and 
No. 3(a) of the protocol; 


b. Income from the operation of aircraft registered in one State and 
engaged in transportation between the two, which is taxable only 
in the former State, Article III; 


c. Compensation ata by one State to its citizens for labor or personal 
services per ormed in the other State, which is exempt in the 
latter State, Article VII; 


d. War pensions paid by one State to persons residing in the other 
State, which are exempt in the latter State, Article VIII; 


e. The following classes of income paid in one State to a corporation 
of the other State, or to a citizen of the latter State residing 
there, which are exempt from tax in the former State: 


1. amounts paid as consideration for the right to use patents, secret 
processes and formulas, trade marks and other analogous 
rights ; 


2. copyright royalties; 
3. private pensions and life annuities. 


This principle of reciprocal exemption had already been 
incorporated in the United States Revenue Acts since 1921 
with regard to shipping profits, and, on the basis thereof, 
arrangements had heen entered into with practically all 
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other maritime countries with the result that American 
enterprises were exempt in the other countries and paid 
income tax only to the United States. Similar bilateral 
agreements exist between practically all maritime countries. 

The Franco-American treaty, which was signed April 27, 
1932, came into effect on January 1 of this year. American 
corporations which at that time had branches or sub- 
sidiaries in France were given six months in which to make 
the elections provided in Articles V and VI and the dec- 
laration under the latter article involves, within limitations, 
exemption from certain pending assessments. Those which 
subsequently opened branches, or acquired control of 
French companies, or carried on such relations with them 
as to become liable to the dividend tax under Article 3 of 
the Decree of December 6, 1872, have six months from the 
date when they thus incurred liability to make the declara- 
tion. There is every advantage for corporations to come 
under this so-called “treaty régime” inasmuch as those 
which do not elect to come under the treaty remain subject 
to being taxed themselves on the proportion of dividends 
(including liquidating dividends) and interest which they 
pay in the United States, and although provision is made 
in the last paragraph of Article VI for crediting against 
the tax so assessed any tax withheld by the subsidiary from 
dividends which it pays to the American parent, this pallia- 
tive is far from being as satisfactory as the treaty régime 
itself. 


The New Regime for Taxing Foreigners 
in the Revenue Act of 1936 


This cursory examination of the principal provisions of 
the Franco-American treaty is sufficient to facilitate an 
understanding of some of the new provisions in the Reve- 
nue Act of 1936. In this Act Congress has abandoned the 
old régime of subjecting to the fullest extent possible alien 
individuals and foreign corporations, in respect to their in- 
come from United States sources, to the taxes imposed on 
United States citizens and corporations. This régime in- 
cluded subjecting them to tax on gains realized on the stock 
and commodity exchanges, to withholding at various rates 
from interest and certain other recurring items of income, 
and to the filing of returns against which taxes withheld 
could be credited, and certain deductions for personal ex- 
emptions could be taken. The régime was complicated, 
drove away business, caused much resented annoyance to 
foreigners and involved large refunds. 

When the President in his message to Congress dated 
March 3, 1936, suggested a tax on the undistributed income 
of corporations, the opportunity was presented for bring- 
ing about a more practical régime for the taxation of non- 
resident aliens and foreign corporations. Obviously, the 
United States could not impose a tax on the undistributed 
income of a corporation with its head office in a foreign 
country. The only practical method of taxation was a flat 
rate on the income of a foreign corporation allocable to a 
branch here and of a flat withholding rate on dividends, 
interest and other income paid to a nonresident alien or 
foreign corporation. At first it was proposed by the mem- 
bers of the Committee on Ways and Means that the rate 
should be 33% per cent, and this was brought down to 22% 
per cent and finally, when the bill was reported out of the 
Committee on Ways and Means, the withholding rates were 
10 per cent for nonresident alien individuals and 15 per 
cent for foreign corporations. Both nonresident alien indi- 
viduals and foreign corporations were classified under two 
categories: 

a. Those not engaged in trade or business within the United States 


and not having an office or place of business therein, which would 
be subject only to the flat withholding rate; and 


b. Those engaged in trade or business in the United States or having 

an office or place of business therein. 

An alien individual in the second category would be sub- 
ject to the normal tax and surtax on net income from 
sources in the United States at the same rates as citizens, 
but a foreign corporation in this category would be subject 
only to a flat rate on net income of 221% per cent. The 
Committee on Ways and Means, in its report, declared that 
under this new régime nonresident aliens and foreign cor- 
porations in the first category would not be subject to the 
tax on gains realized from transactions in stocks and com- 
modities. 
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In other words, the underlying intent of these provisions 
was to follow the principles laid down in Article I of the 
Franco-American treaty in so far as business enterprises 
were concerned, except that the language employed in the 
act was not as specific as that in the treaty. Where the 
treaty had held the French citizen or corporation taxable 
on income allocable to a permanent establishment, and had 
exempted income from dealings through a bona fide broker 
or commission agent, the legislative draftsmen had used 
the phrase long employ ed in revenue acts, notably in sec- 
tions 143 and 144, ‘“‘not engaged in trade or business in the 
United States and not having an office or place of business 
therein.” 


In view of the fact that Article 62 of Regulations 64 
concerning the capital stock tax had extended the meaning 
of the phrase “carrying on or doing business in the United 
States” to cover almost every conceivable activity of a 
foreign corporation, including transactions on the stock 
and commodity exchanges, it was considered expedient in 
the bill, when under consideration by the Senate Committee 
on Finance, to insert a specific definition modeled after the 
essentially similar provision in the Franco-American treaty, 
which states that the foregoing phrase “does not include 
the effecting of transactions in the United States in stocks, 
securities or commodities through a resident broker, com- 
mission agent or custodian.” 


Thus nonresident aliens and foreign corporations will be 
exempt if they merely purchase and sell securities through 
a resident broker, or sell commodities through a resident 
commission agent, or have a securities account with a bank 
as custodian, which, from time to time, sells the securities. 


Without attempting to follow the change in rates for 
domestic corporations, it may be said that when the bill 
passed the Senate the following changes had taken place 
in the rates applicable to nonresident aliens and foreign 
corporations: 


The withholding rate for nonresident aliens in general was still 10 


per cent, but provision was made for a 5 per cent rate in the case oi 
residents of a contiguous country in order to meet the Canadian 5 per 
cent withholding rate on dividends and interest. 

This same rate of 10 per cent (or 5 per cent) was made applicable to 
dividends derived by a foreign corporation, but the rate was increased 
from 15 per cent to 18 per cent for interest and other recurring items, 
because the Senate bill provided a normal rate of 18 per cent for domestic 
corporations. 


The House and Senate conferees maintained the 10 per 
cent withholding rate for nonresident alien individuals in 
general, but with a view to meeting protests by noncontigu- 
ous countries on grounds of discrimination, conditioned the 
reduction of the rate for contiguous countries in the fol- 
lowing language: “This rate shall be reduced in the case 
of a resident of a contiguous country to such rate (not less 
than 5 per centum) as may be provided by treaty with such 
country,” Sections 211(a), 143. 

The 10 per cent withholding rate for dividends derived 
by a foreign corporation was also maintained except that 
in the case of corporations organized under the law of a 
contiguous country “such rate of 10 per centum shall be 
reduced to such rate (not less than 5 per centum) as may 
be provided by treaty with such country.” The withhold- 
ing rate for interest and other items of income derived by 
foreign corporations, including those of contiguous coun 
tries, is 15 per cent, Sections 231l(a), 144. 

Where the full rate is withheld at source, no return will 
be required, but when only 2 per cent has been withheld 
at source on tax-free covenant bonds, the bondholder is 
to pay the balance on the basis of a return. 

The nonresident alien engaged in trade or business in this 
country is subject to the normal tax and surtax on net in- 


come from sources in the United States in the same manner 


as individuals, but the foreign corporation engaged in trade 
or business in this country pays a flat tax of 22 per cent 
on its net income from United States sources (including 15 
per cent of the dividends received from domestic corpora 
tions) instead of the normal tax and surtax imposed o1 
dlomestic corporations. 

Thus the fundamental principles applicable on a recipro 
cal basis in Article I of the Franco-American treaty hav 


been extended by this Revenue Act to all countries, regard- 
less of any reciprocal legislation on their part, but, in fact, 


most foreign countries already follow them. 
(Continued on page 628) 
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HARDING ON DOUBLE TAXATION 


Simeon E. Leland, Professor of Economics, 
University of Chicago 


24 California Law Review, May, 1936, 
p. 379-402 


Professor Harding in his recent book, 
Double Taxation of Property and Income, 
has espoused the cause of those who would 
carve the tax base of interstate enterprises, 
or of interstate income, into convenient 
slices for state taxation. The philosophy 
presented involves a conflict with the domi- 
ciliary principle in income taxation and 
bids fair to be one of the important major 
problems before the United States Supreme 
Court in the near future. 

The volume here reviewed—“a study in 
the judicial delimitation of the conflicting 
claims of taxing jurisdiction advanced by 
the American States,’—is a study of the 
conflict of law with economic fact and 
sound fiscal principles. It is a scholarly 
analysis of judicial decisions in a field de- 
limited by the exclusion of interstate com- 
merce and due process, save as they affect 
property or income taxation. The analysis 
is based upon the actual citation of five 
hundred and forty cases and a study of all 
germane legal-periodical literature. The 
volume roughly divides itself into two 
parts: (1) what the law is; and (2) what 
the law should be. From that portion of 
the book devoted to the first objective the 
author draws “the new principle of tax- 
ation, inherent therein, but which the Court 
itself. has never put into words.” That 
new principle is “discovered” in cases deal- 
ing with ad valorem property taxes, transfer 
taxes, poll taxes, and the taxation of cer- 
tain acts. Harding next takes up the task 
of guiding the court in its decisions in 
futuro. Out of the past recorded wisdom | 
of courts, principally on property taxes, he 
evolves his formula. He seeks to apply it | 
'o the new domain of income taxation and, 
in particular, to situations in that field on | 
which the court has not yet spoken. He 
aims to guide the courts to proper results, 

“to predict some of these future develop- 
ments on the basis of past positive law | 
and fact.” 


Before Mr. Harding presents his dis- 
covery for guiding the courts through the 
maze of multiple taxation, 
respects to economists generally for having 


he pays his} 


“had little to offer in substance,” for hav- 
ing confined “their attentions to the theory 
of taxation and public wealth, with scant 
attention to the practicalities of taxation 
to the individual,” for having “reached no 
agreement as to essential theory,” for which 
and other reasons the writer “preferred to 
build the present discussion upon the more 
stable foundation of judicial decision.” 
Yet, with all of his disrespect for econo- 
mists, Harding’s fundamental principle ap- 
pears to have been borrowed from an 
economist—Professor Seligman—with but 
scant acknowledgment. This principle is 
labeled by the author “a theory of taxation 
based upon economic integration; or, more 
concisely, an integration theory of taxa- 
tion.’ What is meant by integration? 
The concept, difficult of definition, and as 
conveniently vague for judicial latitude in 
interpretation as “general welfare,” ‘due 
process” or “equal protection” is explained 
by the author as follows: 

“The economic function of the State is found to 
consist of a single complex interrelated organism, 
consisting of men, the labor and acts of men, and of 
property, including its use, enjoyment, productivity 
and transfer. Each of these factors operates upon 
the value, productivity, and utility of each of the 
others, to the end that the political whole, the state, 
may make economic progress. The existence of the 
coordinated group, the fact of human and economic 
solidarity, makes this economic progress possible. 
Property and labor have great value in society. They 
have little or no value in a vacuum. The nigga 
organized State, the representative of t social 
group responsible for the wealth and its. utility, 
taxes all persons and things which participate in 
this group activity. It may tax any or all of the 
elements of the whole. It may tax all property which 
has become identified with the economic organism. 
It may tax all persons who have become identified 
with the organism. It may tax all transfers and 
dealings in the property within the organism. It 
may tax all acts of whatever kind which occur in the 
functioning of the organism. The essential element 
of jurisdiction to tax is integration of the pro erty, 
| the person, or the act into the organismal whole.” 


| Throughout the book the test is applied to 
| particular situations and various taxes. 

| The ideal solution is seen in a centrally- 
| administered tax with division of proceeds 
among the states in proportion to economic 
|interests. Short of attaining the ideal, 
| various suggestions are made, such as, tax- 
| ation of real estate and tangibles and in- 
come by state of residence, or the national 
taxation of intangibles with allocation of 
| proceeds. Harding, on the other hand, 
wants the tax base divided among the 
states with allocations based on economic 
integration and with residual sums accru- 
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ing to state of domicile. 
situations he applies the doctrine of mobilia 
sequuntur personam as modified by the rule 
of business situs. 
to the 
“discredited fiction,” 
situs cases which push the maxim “almost 
















To income tax 


He has paid his respects 
doctrine, labeling it as a 
hailing the business 


“mobilia” 


to the brink of oblivion” yet the “mobilia” 


doctrine with its situs appendage is the 
capstone of the integration formula. 


It is 
one thing roughly to apportion revenue 
yields on the basis of economic interest; 
it is a very different matter, in administra- 
tion at least, to carve up the tax base for 
state, or even local, levies. 


Grave questions arise when the attempt 
is made to apply to taxes in personam the 
legal doctrines formulated for taxes in rem. 
It tends to introduce a rigidity in the tax 
structure which at all costs should be 
avoided. The legal concepts as to the 
property tax seem to prevent, without 
drastic constitutional amendment, the de- 
velopment of personal taxes based on in- 
dividual wealth. No complaint can be 
voiced at giving the state of situs jurisdic- 
tion over the taxation of land, but when 
exclusive jurisdictions are established in- 
terests of other jurisdictions are ignored 
or overridden. The whole problem of 
jurisdiction is one of balancing interests 
among territories containing taxpayers on 
the one hand and their property, income or 
rights on the other. When all are in the 
same civil unit the problem does not arise, 
but as absentee ownership grows, as capital 
is sent from one state to assist in the de- 
velopment of another, as business flings 
itself across political boundaries, questions 
of who shall tax and what the tax base 
shall be arise. Perhaps the state of situs 
should be allowed to continue its im rem 
levies as a concession to fiscal necessities 
or benefit principles; but perhaps the state 
of domicile should be allowed to tax the 
individual on his wealth wherever situated; 
the error comes in making either jurisdic- 
tion exclusive. This error is due, in large 
part, to the adoption by Harding of the 
common misconception that double taxa- 
tion is deleterious, to be avoided at all 
costs. A study of the literature will in- 
dicate, however, that only objectionable 
double taxation is objectionable. If, for ex- 
ample, double taxation were completely 
universalized no objection could be taken 
to it. It is only when undesirable dis- 
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criminations are created by non-universal | 
double taxation that objections arise. A 
tax levied under all the legal rules in force 
today may be many times heavier than a | 
tax upon a prohibited duplicate base. More- | 
over, a base appropriated for one type of 
tax (in rem) apparently cannot be used, un- 
der current judicial doctrines, as the base 
or part of the base for a wholly different 
type of tax. Harding would perpetuate this 
by having the courts transfer a set of prin- 
ciples developed for one type of tax to con- 
trol wholly different genus and species of 
imposts. 

Of course, Mr. Harding can say that so 
far as the application of his “mobilia-busi- 
ness-situs” rule to income is concerned he 
is committing no inconsistency. Many 
courts have held the income tax to be a 
property tax rather than a personal levy. 
While he points out defects in this view 
he concedes with the Pollock case, 158 U. S. 
601, “that an income tax on the income 
from property is very closely akin to a tax 
upon the property itself” and “that an in- 
come tax probably cannot be fitted into 
any other category of taxation.” The ulti- | 
mate reconciliation is made on the basis 
of the integration principle. If incomes 
are to be integrated, what would happen 
to the Harding solution if slices of the tax 
hbase were to be parceled among local sub- 
divisions? It would seem, however, that 
if the individual is to be taxed in return for 
“opportunities realized upon” that taxation 
must be upon the total of his income wher- 
ever earned and would require the imposi- 
tion of progressive rates. This cannot be 
accomplished when the tax base is carved 
up among the various states by the Hard- 
ing integration formula. 


The transfer of ad valorem rules in rem 
to income taxation seems to destroy, or at 
least makes logically precarious, the taxation 
of property plus the taxation of income 
therefrom. It also presents nice questions 
of income taxation per se. If the state of 
situs of land chooses not to tax the land 
but the income therefrom, is the non- 
resident owner freed from taxation on his 
income from this source in the state of his 
domicile? If the state of situs taxes the 
land upon an ad valorem base, can the state 
of domicile tax the income derived from 
such land? This question may appear, to 
the superficial reader to have been answered 
by Senior v. Braden, 295 U. S. 422, decided 
since the book under review was printed. 
Although the court held void the applica- 
tion of the Ohio tax on productive invest- 
ments measured by the income therefrom, 
the case stands only for two propositions 
in the field of property taxation: (1) that 
the cestui is the equitable owner of the 
trust corpus and not simply the owner of 
the equitable obligation of the trustee; and 
(2) that if the trust corpus consists of real 
property the state of domicile cannot levy 
a property tax upon the interest of the 
cestui therein if the property is situated in 
another state. The case adds little, there- 
fore, to rules of situs for intangibles; it es- 
tablishes nothing—strictly construing the 
facts—for income taxation. This decision, 
however, seems to fall within the Harding 
integration formula. If the views of Hard- 
ing prevail, progressive personal income 
taxation by states is damned wherever a 
portion of the income is from non-resident 
business enterprises. States cannot tax} 
individuals on their total capacity measured 
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by income—or property owned. The court, 
if it follows Harding, forces a division of 


income on the basis of the apparent locus | 


of the source of income. 


If property and the income therefrom 
are not both to be taxed, fiscal policies 


cannot be adapted to personal capacities | 


to pay. If only states having the situs of 
land can tax the income from land, the 
resulting taxes can be only of the in rem 
variety, never related to personal capaci- 
ties, save as to those whose entire wealth 


|and income are within the confines of the 
| taxing state. 


To deny the claims of the 
state of domicile for integratory, or any 
other reasons, is to force all taxation into 
the caricatures of impersonal in rem im- 
posts. Integration as an exclusive basis 
of tax jurisdiction is nothing less than an 
abortion on justice. 


The Supreme Court has not put the 


United States in the same legal straight-! 


jacket. The judicial doctrine of situs for 


taxation and the principles against double | 


taxation are strictly principles of our inter- 
state law, not of international law. We 
have, thus, one rule for citizens of states 
as to their national incomes, another for 
citizens of the nation on their international 
incomes. Harding would have each state 
under its own laws, in the absence of com- 
pacts or of legislation by the United States 
Supreme Court, determine the “unit value” 
of a taxpayer's income. This sum would 
be divided into two parts: (1) that “which 
it is possible to assign a source or origin 
at a single place,” and (2) that income 
which it is impossible so to assign to a 
single source and which, therefore, must 
be allocated to the states. This allocation 
is the final step and is supposed to give to 
each state “a fair proportion to the amount 
which these states have contributed to the 
final result.” These routines are to be ap- 
plied to single businesses within the same 
corporate setup. What is a single or uni- 
tary business is left to the courts to de- 
termine, on what principle, Harding does 
not make clear. 

The merit of the Harding thesis lies only 
in the outward avoidance of double taxa- 
tion. But if the Harding thesis is followed 
by the courts not only is the course of tax 
administration made both difficult and ar- 
bitrary, but the adoption of his exclusive 
tests means the end of progressive personal 
taxation on interstate incomes. The more 
that base can be carved up, the less effec- 
tive can rate progression be made. That 
seems to be too high a price to pay for 
the avoidance of duplicate tax bases when 
the theory is impotent to control differ- 
ential tax burdens. 

The only conclusion to draw is that 
Harding favors no effective taxation of in- 
come. His solution for the states is ad- 
ministratively impractical; its destruction 
of the progressive rate structure is unjust. 
His attempted demolition of attempts to 
solve the problem on a national base—on 
the assumption that trade and commerce 
are primarily national and that many of 
our economic as well as social values are 
national—leaves but one conclusion—try 
the worst possible solution or none at all. 
The book under review is a good exposition 
of the law of property tax jurisdiction. As 
a projection of the law for income taxation 
it points the court in the wrong direction. 
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RESERVATION OF CONTROL By 
THE SETTLOR OF A PRIVATE 
TRUST AS AFFECTED BY 
FEDERAL TAX LEG- 
ISLATION 


Philip A. Maxeiner 


21 St. Louis Law Review, June, 1936, 
p. 275-316 


Trusts have long served as a means of 
escape from the embarrassments of own- 
ership and the onerous duties of taxation, 
The advantage of the trust lies in the fact 
that the settlor can rid himself of the 
troublesome elements of ownership and at 
the same time retain perhaps not only the 
beneficial interest but also the element oj 
control. It is this unwillingness to relin- 
quish all power and control over the trust 
corpus, or even over the income, which 
causes the collision with the taxing stat- 
utes. The validity of the trusts has not, 
strangely enough, been seriously ques- 
tioned by the courts when involving them- 
selves with the taxing statutes. A trust 
may be perfectly valid under the elements 
of trust law, and yet, so far as the princi- 
ples of taxation are concerned, be consid- 
ered as taxable to the settlor. However, 
in taxing to the settlor the income or cor- 
pus of a trust, Congress does seem to have 
been influenced by some of the distinctions 
bearing upon the validity of a trust. The 
retention of control, thereby preventing 
the complete passing of the beneficial in- 
terest, is the all important element. 

The present statutes have narrowed to- 
ward extinction the avenues of escape from 
taxes upon transfers of property without 
consideration. Since the Federal Estate 
Tax was enacted by Congress in 1916, the 
development of the estate tax has ever 
been a struggle more fully to effectuate 
the Congressional intent to tax the entire 
estate possessed by one during his lifetime. 
The tax devised by Congress is not upon 
the property but is laid upon the privilege 
of transmitting property at death. The 
principal auxiliary provisions of the first 
enactment were the taxing of an interest or 
trust created in contemplation of death or 
intended to take effect in possession or en- 
joyment at or after death. 


There remained as two important means 
of tax evasion inter vivos gifts and the pos- 
sibilities afforded by the trust device. Thus 
the revenue act of 1924 saw the birth of 
two new prodigies. The Estate Tax added 
a provision including in the value of the 
decedent’s estate such transfers as were 
subject to revocation, and the Gift Tax was 
enacted taxing all inter vivos gifts. The 
gift tax, owing to alleged administrative 
difficulties, was repealed in 1926, but it has 
reappeared in the 1932 act and has consid- 
erably minimized the advantages of estate 
tax avoidance by means of outright gifts 
inter vivos. Following the decision in May 
v. Heiner, 281 U. S. 238, wherein the Su- 
preme Court held that if the settlor created 
an irrevocable trust inter vivos, retaining 
only the income from the trust property 
to himself for life, the trust was not tax- 
able at his death as a transfer. “intended to 
take effect in possession or enjoyment at or 
after death,” Congress enacted an amend- 
ment to the revenue act of 1926, providing 
for the inclusion under the Federal estate 
tax of inter vivos transfers in trust where 
the settlor reserved a life income. With 
ithe passage of the Sixteenth Amendment 
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and the subsequent taxing of incomes the 
trust was immediately seized upon as a 
source of aid to the taxpayer. The act of 
1924, to remedy this situation, inserted a 
provision taxing as income of the grantor 
the income of any trust in which the gran- 
tor retained the power, alone or with the 
consent of someone not a beneficiary to 
revest in himself, at any time during the 
taxable year, title to any part of the corpus. 
The phrasing of the statute proved | unfor- 
tunate, and thus in 1934 the provision “at 
any time during the taxable year” was de- 
leted and it now reads, “w here at any time 
the power to revest 

A transfer in trust wherein the settlor 
reserves to himself alone a power to alter, 
amend, or revoke, will be properly included 
in his gross estate. A constitutional ques- 
tion vigorously urged by the taxpayer was 
that of retroactivity. Retroactivity in it- 
self does not seem to be objectionable. The 
objectionable feature arises when the law 
results in the taking of property without 
due process. The Supreme Court has held 
that a transfer made subject to power of 
revocation in the transferor is not complete 
until his death, and therefore the trust 
property may be included in the settlor’s 
gross estate. The Gift Tax is merely a 
means to an end. It is in accord with the 
desire of Congress to tax the transfer of 
the entire estate owned by one during his 
lifetime. Under the 1932 revenue act all 
transfers donative in character, whether in 
trust or otherwise, are subject to tax. Con- 
sistent with the underlying economic theory 
including revocable transfers in trust in the 
gross estate of the decedent for purposes 
of the estate tax, such are not taxable as a 
gift. The gift tax is imposed upon a trans- 
fer passing both legal and beneficial title. 

The estate tax being levied upon the 
transfer of economic benefits it is quite 
evident that it is possible for the settlor 
to retain to himself certain powers of con- 
trol in the management. If he goes no 
farther than to reserve powers which 
might properly be exercised by a trustee, 
the trust is not taxable. The shifting of the 
economic interests being complete when 
the trust was made, it is without the estate 
tax. Similarly it is quite proper for the 
settlor to declare himself trustee and as 
such exercise the power completely and 
solely to manage the trust property and 
make payments as he sees fit. Still it is 
very possible for a situation to arise in 
which the settlor attempts to reserve a 
power to manage in such a manner as to 
render it subject to inclusion in his net 
estate at death. If he retains such rights 
therein, or control, as defers possession 
and enjoyment in the ultimate beneficiaries 
until his power to control is terminated by 
death, his death becomes a generating 
source and the transfer falls within the 
scope of the estate tax. If the power re- 
served is merely one of management the 
transfer in trust is still subject to the gift 
tax, 

The reservation of the right of manage- 
ment has been of much greater importance 
in connection with the income tax. Con- 
gress early enacted a statute taxing income 
Which is for the benefit of the grantor. 
Liability for taxes does not have to rest 
upon the enjoyment by the taxpayer of all 
the privileges and benefits enjoyed by a 
normal owner. It may rest upon the enjoy- 
ment by the taxpayer of privileges and 
benefits so substantial as to make it rea- 


DIGESTS OF 


sonable and just to deal with him as if he 
were the owner and to tax him upon that 
basis. 
equivalent to those exercised by a trustee 
does not, 
trust liable to the Estate Tax, but when 
such powers constitute the right to control 
the purposes of the trust so as to use it for 
the benefit of the grantor, 
therefrom is properly taxable to him. 






































the settlor reserves full power to modify 
the terms of the trust by designating bene- 
ficiaries, or changing the beneficiaries al- 
ready designated, but at the same time 
expressly excludes the power to revest the 
beneficial interest in himself. 
settlor reserves to himself alone a power 
to change the ultimate beneficiaries without 
any limitations upon whom should be 
named, the trust has been taxed as part 
of the settlor’s gross estate. 
power still remains to revest ownership 
in himself, in effect amounting to a power 
to revoke, and the transfer is not complete 
until the possibility of the exercise of such 
a power is terminated by death. But when 
it is impossible for title to revest in the 
settlor, even though the ultimate beneficial 
ownership might remain undetermined un- 
til the death of the settlor, he has parted 
with title irrevocably at the time of the 
creation of the trust. 


reserved through a right to make a change 
in the settlor’s will. 
gued that such a transfer is not of a testa- 
mentary 


mount to a power to revoke and properly 
subject to inclusion in the settlor’s estate. 





Reserving powers of management 


generally speaking, render the 


the income 


A difficult situation is presented when 


When the 


In such a case 


A like situation arises when control is 
It can scarcely be ar- 
character. Consequently, such 


reservation of control has been held tanta- 


Even though the settlor fails to exercise 
this power, allowing the trust to pass under 
the provisions of the trust indenture, his 


death is a moving factor in the transfer of 


the economic benefits, and it is still taxable 


to his estate. 


A curious discrepancy between the estate 
tax and the income tax has long perplexed 
the settlors of trusts as well as the courts. 
Under the provisions of the estate tax, a 
trust created by the decedent during his 
lifetime is treated as revocable if at the 
time of his death he retains a power of 
revocation in conjunction with “any per- 
son.” Under the income tax it is treated 
as revocable only when subject to revoca- 
tion in conjunction with “any person not 
having a_ substantial adverse interest.” 
Despite the different wording in these pro- 
visions, and the persistence of this differ- 
ence during many general revisions of both 
taxes, it was generally felt that the estate 
tax would be construed to mean the same 
thing as the income tax. “Any person” 
was translated rather freely to mean any 
person lacking a substantial adverse inter- 
est in the trust. Still, such a view, though 
it undoubtedly removed any doubt as to its 
constitutionality, seriously hampered the 
effectiveness of the change embodied in the 
1924 Revenue Act. In view of the fact that 
the normal trust settlement ordinarily in- 
cludes among its beneficiaries someone 
fully amenable to the settlor’s wishes, be- 
cause of social or moral obligation, a pro- 
vision requiring such a beneficiary’s consent 
was of no real restraint upon the settlor’s 
control. 


Fortunately the situation has been much 
clarified by a recent decision of the Su- 
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settlor. 
beneficiary in the ordinary sense of the 
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preme Court, Helvering v. City Bank Farm- 
ers Trust Co., 80 L. Ed. (adv.) 1. 
sections have a cognate purpose but they 
exhibit marked differerices of substance. 


“The two 


. To credit the assertion that the dif- 


ference in phraseology is without signifi- 
cance and in both sections Congress meant 
to express the same thought, would be to 
disregard the clear intent of the phrase 
‘any person’ employed in sec. 302 (d). We 
are not at liberty to construe language so 
plain as to need no construction or to refer 
to Committee reports where there can be 
no doubt of the meaning of the words 
used.” i 
effectuate the intent of Congress to pre- 
vent the use of the revocable trust as a de- 
-vice for escaping the estate tax. The most 
obvious situation in which such a reserva- 
tion of control should fail to avoid the 
estate tax is that wherein control is re- 
served with the consent of the trustee. 
The income from trusts revocable only 
with the consent of one having a substan- 


This decision seems more fully to 


tial adverse interest is not taxable to the 
It is clear that a trustee is not a 


word. Thus where it is evident that the 
power to revoke is vested solely in the set- 
tlor with the consent of the trustee, the 
income therefrom is taxable to the grantor. 
There is no longer any doubt upon the 
point that reserving power to amend, alter 
or revoke, but only with the consent of the 
beneficiaries does not make the trust ir- 
revocable within the meaning of the Fed- 
eral Estate Tax, and such a trust is still 
taxable to the grantor’s estate. The Su- 
preme Court has held that where a trust 
otherwise irrevocable can be revoked by 
the settlor only with the consent of all the 
beneficiaries, the income from such trust 
is not taxable to the grantor, since any 
trust may be terminated by all the parties 
in interest. 

The Federal Estate Tax, concerning it- 
self as it does with the passing of an eco- 
nomic benefit from the dead to the living, 
the courts attach much importance to this 
shifting of economic interests. It is unde- 
niable that a donor who, though irrevocably 
transferring property, reserves a life estate 
or the right to the income for life, retains 
a most economic benefit therein until his 
death. To prevent tax evasion by inter 
vivos gifts used as a substitute for a will, it 
was necessary that retention of such inter- 
ests should come within the statute. The 
statute’s objective was to tax transfers 
similar to transfers by wills and intestate 
laws because they accomplish a transfer of 
property, donative in effect, under circum- 
stances which impress it with the charac- 
teristic of a deposition made at the time 
of the transferor’s death. 

The simplest situation within the scope 
of the statute is that in which the settlor 
reserves to himself the income therefrom 
for life, the trust itself being irrevocable. 
A reservation of income is clearly a reser- 
vation of “that which gives value to the 
property,” the beneficial interest, and this 
is what Congress seeks to tax. The do- 
nees of such a trust cannot exercise full 
dominion over it, sell or otherwise dispose 
of it, until the termination of the rights of 
the donor by death. Despite the practical 
logic behind such a view, the Supreme 
Court laid down a different rule in the far 
reaching decision of May v. Heiner, 281 VU, 
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S. 238. In Burnet v. Northern Trust Com- 
pany, 283 U. S. 782, the Supreme Court up-| 
held May v. Heiner. Immediately thereafter, | 
Congress amended the statute to include | 
irrevocable transfers in trust in which the} 
settlor retained for his life, or for any pe- | 
riod, control over the income from the 
corpus of the trust. Thus in cases involv-| 
ing trusts executed prior to the 1931 amend- 
ment, the trust being irrevocable, the mere | 
reservation of income to the settlor for 
life is not sufficient to make it taxable as 
a transfer to take effect in possession and | 
enjoyment at or after death. The retroac- | 
tive operation of the present act remains | 
an open question. 

Where the grantor reserves neither the 
right to retain the beneficial interest, as 
evidenced by the income, nor the right to 
revoke, such trust would clearly seem not 
to be taxable to the grantor’s estate. In 
all trusts there is a possibility of reversion 
to the grantor of the trust estate upon the 
failure of the trust purposes. But this was 
never within the intention of Congress, as 
there is no retention of a beneficial interest. 
Where, however, income is granted to an- 
other for life with the remainder over to 
the settlor or his heirs, or if none, to others, 
such is obviously an attempt to circumvent 
the statute and is in effect the same as a 
transfer by will. 


Each time Congress and the courts suc- 
ceed in crystalizing the definition of what 
transactions shall be included in the tax- 
able group, a differently formulated prob- 
lem is developed for the purpose of avoiding 
taxation, and the problem arises anew. It 
would seem however that under the present 
law legislative achievement has been ably 
fostered by legislative objective. It still 
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Bad Debts.—The evidence establishing that notes owned 


by the petitioner had become partially 
deduction for a partial bad debt was 
vear. 


The notes represented money loaned in 1925 by 
the petitioner to a new corporation which was in bad 
financial condition in 1926, and the petitioner deducted in 
that year one-third of the amount of the loan still due. 
The corporation was forced into receivership 


THE TAX MAGAZINE 










October, 1936 





remains possible to reduce one’s taxes 
through the establishment of a trust, but 
to do so the settlor does have to pay a price 
in the form of a real surrender of owner- 
ship and a permanent abandonment of the 
possibility of enjoyment of the economic 
fruits thereof. 





CASE COMMENTS 


Relative Priority of Liens Created by 
General Taxes and by Special Assessments. 
—Plaintiff, the holder of a tax deed on cer- 
tain land sold for general taxes in 1927, 
brought a suit to quiet title against any lien 
on the land arising from subsequent de- 
ferred installments of a drainage tax which 
had been assessed in 1921. The Iowa Code 
provides that a drainage tax “shall be a lien 
upon all premises against which they are 
assessed as fully as taxes levied for state 
and county purposes.” The lower court 
ruled for the plaintiff. On appeal, held: 


notwithstanding the statutory provision, a| 


drainage tax stands on no better footing 
than a special assessment, and a sale for 
general taxes estinguishes any lien arising 
from the assessment of the drainage charge. 
Affirmed. Fergason v. Aitken, 263 N. W. 
850. Discussed in 21 Ia. L. Rev., May, 1936, 


ip. 81 YJ 


State Income Tax on Interstate Railway. 
—The plaintiff railway, doing local and 
interstate business, brought suit to recover 
payment made under a state net income 
tax measured by the difference between 
gross operating revenues for the whole 
business proportioned by the ratio of track 
mileage within and outside the state and 
operating expenses similarly proportioned. 





Delaware in Industrial Bankers of America, Inc., a Corpora 
tion of the State of Delaware (now dissolved) v. Wallace S. 
Handy, Collector of Internal Revenue for the District of Dela 
No. 3. June term, 1932. 


worthless in 1926, ware. 


allowable in that 


taken 


in 1927 and the petitioner received nothing 


from its liquidation. The 


No. 5851. October term, 1933. 


Memorandum of 
Appeals reversed. 


decision Board of 


Capital Expenditures.—Plaintiff corporation, 
in 1928, incident to issues of additional stock, 
agreed to sell the stock to a finance company 


for certain prices per unit, the finance 


pany agreeing to sell the stock at certain ad- 
Later, it was agreed 
that the finance company could sell certain 


vance “retail’’ prices. 


of the stock at reduced advance prices. 


Court holds that these transactions resulted 
in no loss to the plaintiff, and that ev 
there could be read into the transactions a 
Or an expense 
marketing, no deduction was allowable in 1929 
as the result of a consolidation of plaintiff 
and another corporation with a third corpora- 
tion, on authority of Am. Loan Co. v. Handy 
(see summary below under heading “Items 
Taxable 
District 


discount on stock sales 


Not Deductible in Computing 
come.”’)—U. S. District Court, 





endorsements 
the notes proved also to be worthless.—U. S. 
Circuit Court of Appeals, Third Circuit, in 
S. L. Clark v. Commissioner of Internal Revente. 


on 


Tax 


com- 


The 


en if 


by 
"ee "sd 


Fas Bary 
in 


In- 
ot 


‘burden of proving the tax unreasonable 
| Norfolk & W. Ry. v. State of North Caroling 
; ex rel. Maxwell, 56 Sup. Ct. 625. Discussed 
| in 34 Mich. L. Rev., June, 1936, p. 1261. 








Compensation paid in 1929 by plaintiff corporation to 
an accounting firm for auditing the books of companies 
over by the plaintiff was a capital organization 

(Continued on page 629) 





Held: Such a formula for taxing the loca! 
income of a concern doing both intrastat, 
and interstate business was not on its fac, 
invalid, and the mere showing that th, 
plaintiff’s local costs were higher than the 
system average without showing also tha 
intrastate revenues were not correspond- 
ingly greater did not sustain the plaintiff, 


Taxability of Trust Income to Assignor. 
—During the period from 1924 to 1926 the 
assignor executed eleven irrevocable as- 
signments to his children, each instrument 
transferring to the assignee an interest, in 
a specified amount for each year, in the in- 
come which the assignor was entitled to 
receive during his life from a trust estab- 
lished under his father’s will. The Board 
of Tax Appeals held that the assignment: 
relieved the assignor of income tax liabil- 
ity. On appeal, reversed. Held: The de- 
cision of the Illinois appellate court 
determining that the trust is not of a spend- 
thrift character and that the assignments 
are valid is binding on the Federal court. 
Although the assignments are valid, they 
did not exempt the assignor from income 
tax liability because he had no interest in 
the corpus which could be transferred. The 
assignor’s only interest was in the trust 
income and that income became his before 
the assignments operated to dispose of it, 
so the entire income for the years 1924 to 
1926 is taxable to him. Commissioner of 
Internal Revenue v. Blair, 364 C. C. H. Fed- 
eral Tax Service, J 9231 (C. C. A. 7th, April 
11, 1936). Criticized in 31 Ill. L. Rev. 
June, 1936, p. 271. 






© Ewing Galloway, N.Y. 
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PENDING 


ILLINOIS 


Second Special Session.—The Illinois 
Legislature continues in Second Special 
Session. The following additional intro- 
ductions are reported. 


Property Taxes.—H. B. No. 76 author- 
izes the governing bodies of towns to levy 
a3 mill tax for pauper relief. 


H. B. No. 81 and S. B. No. 51 authorize 
certain counties to levy a tax to pay bills 
incurred for relief purposes before town- 
ships took over the relief administration. 
The tax is for one year only. 


MISSISSIPPI 


Special Session.—The Mississippi Legis- 
lature convened in special session on Sep- 
tember 14, 1936, and adjourned September 
19, 1936. The following tax laws were 
approved: 


Motor Vehicle Mileage Tax.—yH. B. 
No. 18 provides for exemption from the 






Jurisdiction 
Alabama (Sp.) 
California (Sp.) ..... 
Colorado (2nd Sp.).. 
Idaho (3rd Sp.)...... 
Illinois (1st Sp.)... 


Illinois (2nd Sp.).... 
Illinois (3rd Sp.)..... 
Illinois (4th Sp.)... 
Indiana (Sp.) 
Kansas (Sp.) 
Kentucky 
Kentucky (1st Sp.).. 
Kentucky (2nd Sp.).. 
Kentucky (3rd Sp.).. 
Louisiana ....... 
Maryland (Sp.) 





Dominion Parliament 
Alberta 

Alberta (Sp.) 
British Columbia 
Manitoba 

New Brunswick 









ST 


ic 








qj) xpee the above heading, report will 
be made of the introduction of and 
action taken on state tax legislation of 
importance to business interests. This 
section will be confined to pending bills 
in state legislatures, and the final report 
will be that of enactment, designated by a 
bold-faced star [%&]. This feature is made 
possible through the facilities of the 
Commerce Clearing House Legislative 
Reporting Department, which furnishes a 
twenty-four hour reporting service on all 
subjects for all states. Copies of the text 
of any bill reported may be obtained for a 
service charge of one dollar per bill. 





payment of mileage taxes of all motor 
vehicles operated wholly within, or not 
exceeding one mile beyond, the corporate 
limits of any city, town or village in this 
state. Approved September 19, 1936. 


1936 Sessions of State Legislatures 


Convened Adjourned Jurisdiction 
= ons Se. 28 Apr. 17 Massachusetts .......... 
o« Seay 25 May 26 Minnesota (Sp.) ........ 
. Mar. 23 Apr. 1 | err 
... July 28 July 31 Mississippi (Sp.) ....... 
. Oct. 28,°35 Mar. 6 New Hampshire (Sp.)... 
— a rrer cere New Jersey .. 
2 ae 5 Mar. 6 NE Te sss See eae 
May 19 June 19 Ohio (Sp.) .... ee 
; Mar. § Mar. 18 Pennsylvania (Sp.) ... 
. July 7 July 13 Rhode Island ... 
. Jan. 7 Feb. 15 South Carolina .. 
os ea oe Mar. 7 co ee 


Mar. 9 Mar. Utah (1st Sp.) 


-> Sear. 30 May 9 Vermont (Sp.) . 
. May 11 July 8 | ee a eee 
. Mar. 4 Apr. 2 West Virginia (Sp.)..... 


Canada 


Feb. 6 June 23 Nova Scotia 

Feb. 6 Apr. 7 Ontario .... ees 
Aug. 25 Sept. 1 Prince Edward Island 
Feb. 25 Apr. 1 Quebec ... a ’ 
Feb. 18 Apr. 7 Quebec (2nd Session) 
Mar. 5 Apr. 24 Saskatchewan 


Jan. 1 July 2 
Dec. 2,°35 Jan. 25 
jon. 7 Mar. 26 
Sept. 14 Sept. 19 
May 12 May 13 
. Jan. 14 June 19 
jan, 1 May 13 
.. Sept. 18, ’35 
. May 4 Aug. 6 
jam FF Apr. 30 
. Jan. 14 June 6 
ee | oraeloieners 
Aug. 24 Aug. 28 
. Dec. 10,’35 Jan. 24 
Jan. 8 Mar. 20 
June 15 Tune 20 


Mar. 10 May 2 
. Feb. 11 Apr. 9 
Mar. 30 Apr. 18 
Mar. 24 June 11 
Oct. 7 ee 
Feb. 6 Apr. 1 


TE.TAX LEGISLATION 


Gasoline Tax.—%S. Lb. No. 4 provides 
for the continuance of the investigation of 
gasoline tax evasions. Approved Septem- 
ber 19, 1936. 


OHIO 


First Special Session—The Ohio Legis- 
lature continues in First Special Session. 
The following new introduction is reported. 


Cigarette Tax.—S. B. No. 473 extends the 
cigarette excise tax collection to March 
31, 1938. 


TEXAS 


Special Session——The Governor has 
called a special session to meet on Sep- 
tember 28, 1936, to provide further neces- 
sary revenue for old age assistance, and 
to consider and act on such other subjects 
of public importance as may be submitted 
by message from time to time during the 
session. Additional tax laws to provide 
the necessary revenue probably will be 
enacted. 


Convened Adjourned 
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ALABAMA 





Nov. 1 
License Taxes: In all proceedings under the busi- | 
ness license tax acts the license taxes due Octo- 
ber 1st are not delinquent before the Ist day 
of November of each year. 
Nov. 15—— 

Motor vehicle registration: All motor vehicle reg- 
istration license fees and statements become de- 
linquent November 15th. 

Nov.20—— 

Coal and 
tax due. 

Gasoline tax: Monthly report and tax due. 

Lubricating oils tax: Monthly report and tax due. 


| 
| 


iron ore mining: Monthly report and | 


ARIZONA 
Nov. 1—— 
Sale of real estate for taxes held between 
and this date. 
First Monday-— 
First half of real estate and secured personal prop 
erty taxes delinquent. 
Nov. 5—— 
Alcoholic beverage licensee’s report due. 
Nov. 15- a 
Gasoline distributors’ and consignees’ reports and | 
taxes due. 
Gross income tax report and payment due. 


Motor vehicle carrier report and tax due. 
Nov. 20—— 


Gross income tax delinquent. 
Motor vehicle carrier report and tax delinquent. | 
Nov. 25—— | 
Motor fuel carrier report and any tax due. } 
Nov. 30—— | 


wet. 3 





Small loan business annual reports due. 


ARKANSAS 


Nov., First Monday. | 
rey tax hearings on appeals from the county 
board of equalization required to be held on or | 
before the first Monday in November. 





Nov. 15——— 
Monthly sales tax and remittance due. 
CALIFORNIA 
Nov. 1—— : 
Beer and wine (manufacturers and importers) 


monthly tax due. | 
First half of real property taxes and all secured | 
personal property taxes due (except in certain | 
cities and irrigation districts). | 
Gasoline tax due; distributors required to make | 
physical inventory. 
Motor vehicle registration and 
duced to 2/12 of annual rate. 
Pharmacies license fee due. 
Nov. 
Fish packers’ 
Nov. 10—— 
Alcoholic beverage monthly statement of sales by 
manufacturers and importers due. 
Cattle transporters’ monthly report due. 
Horse, mule or burro transporters’ monthly re- 
ports due. 
Kelp monthly report due. 


license fees re- 


monthly report due. 








| Nov. 1— ; ' 
Each city or town required to certify its levy for | 


the Corporation Tax Service published by Commerce Clearing House, Inc. 


Kelp privilege tax due. 





Petroleum and natural gas companies’ monthly 
reports due. 
Nov. 15——— 
Gasoline distributor’s return due. 
Nov. 30 


Imitation dairy products monthly report due. 
Slaughter house monthly report due. 


COLORADO 
Nov.—— 


Employment agencies must file a report with the 
deputy state labor commissioner monthly. 





town or city purposes to the county commission- 
ers before this date. 
Ore buyer’s license fee is 
date each year. 
Nov. 10 


due on or before 





Class A private carriers must file a report and pay 


tax for preceding month, on or before this date. 
Motor vehicle carriers must file a report and pay 
the tax for the preceding month, on or 
this date. 
Nov. 15 
Coal mine owner’s report due on this date. 
Retail sales tax return and tax due. 
Use tax return due. 
Nov. 20 
Class A private carriers notified of tax due 
before this date. 
Motor vehicle carriers 
before this date. 








notified of tax due, on or 





| Nov. 25 
Coal mine owner's royalty tax due on or before 
this date. 
Gasoline distributor’s statement to state oil in- 


spector due on or before this date. 
Gasoline tax due on or before this date. 
Report of motor fuel deliveries made during the 


preceding month required of all common carriers 


on or before this date. 


CONNECTICUT 
Nov. 1 

Alcoholic beverage gross 
return and payment due. 

Gasoline tax due from distributors. 

Last day for appeal to the superior court in in 
come tax matters. Attorney General may apply 
for judgment and execution. 

Milford and West Haven. 
aan ne tax return. 

° 


Returns tor property taxes due except in towns 
specially treated. 





receipts tax, quarterly 


Last day for filing 





Nov. 
Property tax returns due in Norwalk. 
Nov. 10 
Cigarette distributor’s monthly (inventory) report 
ue. 


Mortgagee may file property tax return for owner. 
State tax payable by towns. 
Theatre reports due. 
Nov. 15 
Gasoline distributors’ reports due. 
Personal (poll) taxes due in towns of 
10,000, and in city of Shellton, except in town 
of Greenwich. 

Railroad and street 
ment, due. 





railway tax, second install- 
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11 1 
18 1 
25 2 





DELAWARE 

Nov. 1 
Monthly alcoholic beverage report due. 
Nov. 15- 
| Gasoline filling station report due. 


| Last day to file alcoholic beverage report. 
| Nov. 30—— 


| Gasoline tax report and tax due. 








DISTRICT OF COLUMBIA 
| Nov. 1 
| Annual license taxes are required of the following 
businesses: Alcoholic beverages, amusement 
parks, apartment houses, auctioneers, bakeries, 

| bottling and food establishments, etc., barber 
shops and beauty parlors, billiard or pool tables 

and bowling alleys, commission merchants, 
dairies, dances, entertainment, etc., delicatessens, 
restaurants and soft drink establishments, de- 
tective agencies, druggists or apothecaries, dry 
| cleaning or — establishments, employment 





| agencies (private fish (wholesale dealers), 
food products (dealers), fortune tellers, phren- 
| ologists, etc., garages and _ service stations, 


gasoline pumps, guides or escorts, hotels, laun- 
dries, livery stables, lodging houses, mattresses, 
motor vehicle for hire used in hauling goods or 
| merchandise, motor vehicle kept for rent or lease 
without driver, motor vehicles for hire, moving 
| picture films, moving pictures, oil establish- 
} ments, 
| 





public baths supplied to _ transients, 
pyroxylin establishments, second-hand dealers, 
shooting galleries, slaughterhouses, slot ma- 
chines, solicitors, swimming pools, theatres, 
vendors, weapons (dealers). 
Nov. 10 
Alcoholic beverage statements due. 
Nov. 30 





Monthly gasoline tax report and tax due. 











FLORIDA 
Nov. 1 
| All general and intangible property taxes due. 
| Express companies’ gross receipts returns and 
taxes delinquent. 
Nov. 10 


} 


Gasoline inspection fees and reports due. 
Lime kiln reports and fees due. 
Nov. 15 
Chain Store Tax report due. 
Gasoline sales and storage reports and taxes due. 
Nov. 16—— 
Last day for vendors and shippers of tangerines 
to pay inspection fee. 
| Nov. 30 
| Fresh water fish dealers’ reports due. 
| Last day to secure 4 per cent discount on prop: 
erty taxes, 











IDAHO 





Nov. 10 
| Beer excise tax and report due. 
| Monthly report of dealers in dairy products sub- 
stitutes due. 
| Nov. 15 
| Electric light and power 
kilowatt tax due. 

Gasoline dealer’s report and tax due. 





company’s report and 
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ngerines 
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Fourth Monday: 


October, 1936 


Report and license tax of electric generating com- 
panies due. 
Retail sales tax and return due. 





The tax collector of each county in Idaho must, 
prior to this date each year, mail to every tax- 
payer, or his agent or representative, at his 
last known post-office address, a notice, describ- 
ing the property assessed in the name of such 
taxpayer, and showing the assessed valuation 
and the amount of taxes due thereon, the time 
when such taxes become delinquent, and show- 
ing all delinquency certificates and tax sale 
certificates. 

Any person paying taxes on personal property may 
obtain a rebate for the taxes paid in excess of 
the amount due, as determined by the Board 
of County Commissioners; provided that a duly 
verified claim for such rebate is filed with the 
clerk of the Board of County Commissioners 
on or before this date in the year in which 
such taxes are paid. 

All taxes extended on the real property assess- 
ment roll are payable to the county treasurer 
without penalty on and after this date in the 
year in which such taxes are levied. One-half 
of such taxes must be paid prior to the 4th 
Monday of December, and the remaining one- 
half of such taxes shall be payable prior to the 
4th Monday of June. . 


Nov. 30——— 


It is unlawful for any corporation delinquent in 
the payment of its franchise (license) tax or 
fee, together with the penalty for such delin- 
quency, to exercise the powers of such corpora- 
tion, or to transact any business in Idaho after 
this date. Charters of delinquent corporations 
will be forfeited if delinquent franchise (license) 
taxes are not paid before 4 o’clock p. m. on this 


date. 
ILLINOIS 
Nov. 1—— . 
Egg dealer’s annual license fee due. 
Nov. 5—— 
Cold storage warehouse monthly report of food 
held in storage due. 
Nov. 15——— 


Alcoholic beverage tax return of manufacturers 
and importing distributors due between Ist and 
15th of each month. 

— products inspection fees for September 
aue, 


Retailers’ occupation (sales) tax reports and taxes | 


due. 
Nov. 20-— 

Last day for distributor of motor vehicle fuel to 
make monthly return and to pay tax. 

Last day for non-distributors to file monthly motor 
fuel reports and pay taxes 

Last day for registered brokers to make returns of 
sales of motor fuel. 


Nov. 30—— 


Last day for carriers to file monthly reports of | 


motor fuel delivered during previous month. 


INDIANA 
Nov. 1-— 
Employment agency reports due. 
Semi-monthly payment of excise taxes on 
products and alcoholic beverages due. 
First Monday 
Last day for review of any assessment by State 
Board of Tax Commissioners. 
Second half of property taxes delinquent. 
Nov.. 16-—— 
Petroleum oils inspection fees due. 
Nov, 15—— 
Bank and trust company reports due. 
Common carriers’ gasoline reports due. 
Imitation condensed milk tax due. 
Semi-monthly payment of excise taxes on 
products and alcoholic beverages due. 
Nov. 20- 
3ank and trust company taxes and building and 
loan association reports and taxes due. 
Hor, 25 ——— 
Gasoline dealers’ reports and taxes due. 





malt 





malt 





IOWA 
Nov. 1 
Annual corporation report: Any corporation which 
tails to make the report and pay the annual fee 
on or before August 31) shall in addition to the 
iunual fee of $1, incur a penalty of $1 beginning 
vith the month of September, an additional 
penalty of $2 for the month of October, and an 


additional penalty of $3 for the month of 
November, 
Property tax: In counties of less than 80,000 


population, tax collectors may collect delinquent 
add 5 per cent to} 


personal property taxes and ; 
taxes and interest on and after this date. 





Nov. 1 


Nov. 1 


| Nov. 20 


STATE TAX CALENDAR 


KANSAS | 





Conveyance of land, without agreement as to taxes, 
before this date renders grantee liable for taxes; 
after, grantor. 

Lien date and due date for property taxes. 

Merchants con:mencing business between March 1 
and November 1 required to list property for | 
taxation within 1 month after commencing busi- | 











ness. | 
Nov. 10 
Oil inspection reports due. 
Nov. 15 
Motor carrier reports and fees due and lien 
attaches, 
Nov. 25 
Gasoline reports and taxes due. 


KENTUCKY 





Two per cent discount allowed for payment of | 
state, county and district taxes on or before 
this date. 

First Monday—— 

Taxes unpaid in cities of the fourth class on this 
date incur a penalty of 6 per cent and become a 
debt. 

Nov. 5 

Employment agency reports due. 

Nov. 10 

Breweries and manufacturers of beer and wine file 
— reports and pay barrel taxes on this 
ate. 

Monthly alcoholic beverage report of hotels, res- 
taurants and clubs due. 

Monthly excise tax report of blenders and recti- 
fiers of distilled spirits and excise tax due. 

Refinery monthly report due. 

Nov. 15 

Motor carrier mileage tax due. 

Motor carrier operators’ reports due. 

Nov. 20—— 

Crude petroleum transporter’s monthly report due. 

Oil production tax due. 

Nov. 30 

Gasoline reports 
taxes due. 

Last day to file with city assessor objection to 

















(except refinery reports) and 


property tax assessment in cities of the first 
class. 
LOUISIANA 
Nov. 1 





Shreveport taxes on personal property delinquent. 

Those complaining of decisions of the Tax Com- 
mission may resort to the courts for remedy 
before this date. 


Nov. 1 


Nov. 5 


Nov. 10 





First Monday. 

Public utility license tax due. 

Public utility property tax assessments by the Tax 
Commission become final unless a_ suit be 
brought before this date. 

Nov. 5 

Wholesale fish dealer’s report due. 

Nov. 10—— 

Oyster severance tax report due. 

Parish gasoline tax reports and tax due. 

Reports and tax on imported kerosene due. 

Reports of imported alcoholic beverages due. 

Reports of imported gasoline due. 








Returns from shrimp freighters and ice boats due. | 


Shrimp severance tax report and tax due. 
Nov. 14 
Dairy products, quarterly reports and taxes de- 
linquent. 
Nov. 15 
—— reports of alcoholic beverages transported 
due. 
Carriers’ reports of gasoline transported due. 








Third installment of income tax for calendar year | 


due. 





Alcoholic beverages tax reports and taxes due. 
Gasoline tax report and taxes due. 
Kerosene tax report and taxes due. 

Nov. 30 
Oyster severance tax due. 








| Nov. 1 
First day for State Treasurer to sell forfeited | t 

i | ceding month. : . 
| On or before this date the collector is required to 


MAINE 





lands at auction. 
Gasoline tax due. 


Property taxes on plantations are due as of this | 


date and bear interest thereafter. 
Small loan agency monthly reports due. 
Nov. 10 
Inspection fees for packing of food due. 
Sardine packing inspection fees due. 
Nov. 15 
Gasoline tax sales report due. 
Nov. 30—— 
Fish inspectors’ returns due. 
Last day for State Treasurer to sell forfeited lands 











at auction. : 
Licenses for purchase and transportation of lob- 
' sters expire. 


| Nov. 1 
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MARYLAND 





Licenses 


: to scoop or dredge oysters become ef- 
fective. 





Last day to file monthly account of tobacco sales 
on or through Baltimore market. 

Last day to fle cold storage warehouse monthly 
report, 





Last day to file monthly statement or declaration 
of insurance brokers, agents or solicitors, __ 
Last day to make return and pay distilled spirits 





tax. 
Last day to pay admissions tax. 
Nov. 15 
Milk control fees due. 
Nov. 30 





Last day to file dealer’s report and pay tax on 
gasoline sold or used during next preceding 
calendar month. 

Last day to file beer tax report and pay tax on beer 
sold during preceding month. 

Last day to pay cosmetics tax. 


MASSACHUSETTS 
Nov. 1 ; 
Property taxes interest accrues. 
Small loan dealers’ reports due. 
Nov. 10 
Alcoholic beverage excise tax return and tax due. 
Nov. 15 
Cold storage warehouse reports due. 
Motor fuel distributor’s return and tax due. 











MICHIGAN 
Nov. 1—— 
Second half specific taxes on public utilities due. 
Severance tax and reports due. 
Nov. 5 
Gasoline: 
Nov. 10 
Fur dealers: Last day to make monthly report. 
ae and contract carrier’s monthly report 
ue. 
Nov. 15 
Report of timber 
reservation due. 
Monthly sales tax and return due. 
Nov. 20 
Gasoline: 
tax due. 
Severance tax and reports delinquent. 





Common carriers’ statements due. 








cut from commercial forest 


Wholesale distributor’s statement and 











MINNESOTA 
Nov. 1 
Second half of real estate taxes becomes delin- 
quent. 
Quarterly installment of property taxes due: 
Optional. 
Nov. 5 
Cold storage warehouse reports due. 
Nov. 10 


Liquor reports of wholesalers, brewers and dis- 
tillers due. 

Live stock commission merchants’ statements due. 

Semi-annual report of common carriers of ore due. 
Nov. 15 

Inspection reports of canneries due. 

Gasoline tax and fees due. 

Oil inspection fees due. 

Interstate carriers truck mile tax and report due. 
Nov. 16—— 

Reports of commercial fishing in certain lakes due. 
Nov. 20 

Common carriers’ liquor reports due. 








MISSISSIPPI 








Oyster, sea food, etc., monthly inspection tax is 
due on this date. 

Admission (amusement) tax and report are due be- 
tween the Ist and 10th of each month. 

Oyster packers and canners file sworn statement 
on this date as to the number of barrels of 
oysters purchased and caught during the pre- 


mail to each privilege taxpayer holding an an- 
nual license and whose license will expire in 
” December a notice thereof and a renewal blank. 
ov. 5 
Wholesale oyster and sea food dealers file monthly 
report on this date. 
Nov. 10 
Every dealer in motor vehicles is required to file 
ae report with the tax collector on this 
ate. 
| Admission (amusement) tax and report are due 
between the ist and 10th of each month. 
| Motor vehicle monthly mileage tax reports are 
due on or before this date. 
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Nov. 15——- 


THE TAX MAGAZINE 








: NEVADA 
Retail dealers in gasoline file monthly report on | Noy, 1 

this date. : Petroleum product’s report and fees due. 
Monthly gross sales tax and report due on this} Noy, 25 

date 


Distributors and wholesale dealers of gasoline file 


monthly report and pay monthly 
date. 

Common carriers must file monthly report, on this 
date, of gasoline and oil delivered by them. 


tax on this 


MISSOURI 
Nov. 1—— 
Corporations which register on this date or within 
29 days thereafter pay a $30 registration fee. 
Nov. 15—— 
First class city property tax returns due. 


a a Statement of distributors and dealers 
ue. 


Sales Tax return and tax due. 
Nov. 25 
Gasoline: 
—tax due. 
—distributor’s and dealer’s report of gasoline 
received due. 
—transporter’s statement due. 
Nov. 30—— 
Soft drink report due. 
Manufacturer's, wholesaler’s and dealer’s tax due. 





MONTANA 
Nov. 1—— 
Taxidermists’ reports are due. 
Nov. 10—— 


Creameries, butter, cheese, or ice cream factories’ 
reports are due. 

Milk or cream buying stations, reports due. 

Nov. 15—— 

Railroads and common carriers file monthly report 
on or before this date with State Treasurer and 
State Board of Equalization of gasoline delivered 
in state. 

Dealer’s monthly 
State Board of 
date. 

Alcoholic beverages, brewer’s and wholesaler’s 
monthly report and excise tax due. 

Nov. 20 

Oil producer's additional license tax report and 
tax due. 

Nov. 30—— 

Public warehousemen’s reports are due. 

Property taxes (first half) are payable on or be- 
fore 5:00 P. M. annually on this date to the 
county treasurer. 

Metalliferous mine’s license tax must be paid on 
or before this date to State Board of Equaliza- 
tion. 

Freight line companies pay gross earnings tax to 
the State Board of Equalization on or before 
this date annually. 


asoline tax and report due to 
ualization on or before this 





NEBRASKA 
Nov. 1—— 

First day to file domestic non-profit corporation 
reports and pay fee. 

Personal property taxes become a lien thereon. 

Personal property taxes become due on this date. 

Personal property taxes in the City of Omaha be- 
come due on this date. 

Manufacturers and distributors of alcoholic liquor 
at wholesale must make a return with the Liquor 
Control Commission between the first and fif- 
teenth of each month showing amount of liquor 
manufactured and sold during the preceding 
month, 

axes on property of non-resident motor carriers 
become a lien thereon. 

The tax list shall be completed and delivered to 
the county treasurer. 

Gross earning’s tax of express companies due. 

First Monday 
Real property may be sold for taxes. 
Nov. 5 
Reports of public grain warehouses due. 
Nov. 10—— 
Employment agencies’ reports due. 
Railroad monthly reports of passes due. 
Nov. 15—— 

Reports and taxes of retail imitation butter deal. | 
ers due. 

Gasoline dealers’ reports and taxes due. 

The tax per barrel on alcoholic beverages must be 
paid on or before this date. 

Gasoline carriers’ reports due. 

Nov. 30—— | 

Last day to file domestic non-profit corporation | 
reports and pay fee. 


Last day to pay personal property taxes without 
penalty. 








| Nov. 25 


reports and taxes due. 


NEW HAMPSHIRE 
Nov. 1—— 

Gasoline distributor’s monthly tax due. 
Nov. 10 
| Monthly reports due from: 
| Agents of unlicensed fire insurance companies; 
| Manufacturers and wholesalers of beverages; 
Foreign manufacturers and wholesalers of bev- 

erages. 

Monthly beverage report and fee of on-sale and 

off-sale permittees due. 
Nov. 15 


Monthly report of gasoline distributors due. 











NEW JERSEY 
Nov. 1—— 

State Tax Commissioner required to complete 
valuation of railroad and canal property. 

Lien upon property of railroad and canal com- 
panies becomes effective as of this date. 

The fourth quarter installment of general prop- 
erty tax is due and delinquent. ‘ 

Electric light, heat and power, gas, pipe line, 
telegraph, telephone and water companies pay 
gross receipts tax at the same time as other 
taxes are due and payable in the particular tax- 
ing district. 

On or before this date distributors pay gasoline 
tax. 

Street railway companies pay gross receipts tax at 
the same time as other taxes are payable in the 
particular taxing district. 

After this date the payment of taxes on personal 
property by distress and sale of goods. 

The Commissioner may issue motor vehicle reg- 
istrations and licenses for the following year, on 
and after this date, but not for use prior to 
December 15. 

Report and inspection fee is due of dealers in com- 
mercial fertilizers. Annual registration fee is 
also due. 

Nov. 5—— 
Cold storage warehouses file report. 
Nov. 10—— 

Operators of interstate busses file monthly state- 
ment on or before this date. 

Operators of motor busses, within the limits of a 
“municipality,” file a statement and pay the 
gross receipts tax on or before this date. 

Nov. 15—— 


Sales tax return and tax due. : 

County Board of Taxation to hear and determine 
all appeals on or before this date (3 months 
after last day for filing appeals). 

Manufacturers, distributors, transporters, storers, 
warehousemen and importers of alcoholic bev- 
erages reports due. 

Nov. 30—— 

| Distributors of motor vehicle fuel file monthly re- 

ports and pay tax on or before this (last busi- 
ness day of month) date. 

Transporters of gasoline must, within 30 days after 
the close of each month, furnish a statement, 
to the State Tax Commissioner, of all deliveries 

| to points within or without New Jersey. 


NEW MEXICO 
Nov. 1 
Hearings set by State Tax Commission on private 
car assessments not later than this date. 
Property tax rolls delivered to county treasurers 
on or before this date for collection. 
Nov. 10 
Oil and gas severance tax reports due. 
Nov. 15 
Gross income (occupational) taxes and reports due. 
| Nov. 20—— 
Pipe line license fees due. 
Motor carrier reports and taxes due. 

















Gasoline distributors’, retail dealers’ taxes and re- 
ports due, taxes and reports on gasoline pur- 
chased from unlicensed distributors and dealers 
due, carriers’ reports due. 


NEW YORK 
Nov. 1—— 
| Annual report of railroads and street surface rail- 
roads due. 


Gross receipts payment by railroad or street sur- 


face railroad to city treasury due. Penalty of 
5 per cent per month of the percentage of gross 
receipts due, we after Nov. 1. 
Second half of New York City real estate taxes 
delinquent. 
Nov. 5—— 


Cold storage warehouse monthly report due. 


Gasoline (motor vehicle fuel) dealer’s and user’s 





Nov. 30 


Last day to file monthly fishing report. 
Auditor completes 


Nov. 10—— 

| Last day to 
in Nassau 

Nov. 15—— 


Last day to apply for reduction of New York City 
real estate taxes before Board of Taxes anj 


Assessments. 


Transportation and Transmission Companies liable 
for additional tax must file quarterly report and 


pay tax. 
Third Tuesday. 
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pay fourth quarter of property taxes 
ounty without penalty. 


Village assessors meet to hear complaints. 


Nov. 30 





Last day to file report of corporations becoming 
subject to income (franchise) tax or to increased 


tax thereunder. 


Reports of water, gas, electric or steam heating, 
and power companies due for the quar. 
with the filing of the 


lightin 
ter. t 


ax must be pai 
report for the period covered by it. 


NORTH CAROLINA 


Nov. 1—— 


One per cent discount period on property taxes 


expires on this date. 


Nov. 10—— 


Ice cream manufacturers’ reports due. 
Alcoholic beverage excise tax is due on or before 


the 10th day of each month. 


Nov. 15—— 


Gross sales return and tax due on or before this 
date where sales are reported on a monthly 


basis. 
Nov. 20—— 


Gasoline tax and report due. 


Nov. 30—— 


Commercial fertilizer inspection renewal fees due. 


NORTH DAKOTA 


Nov. 1 





Oil inspection reports and fees due. 
Tractor fuel oil report and fee due. 


Nov. 10—— 


Oil inspection fees delinquent. 
Grain warehouse reports delinquent. 
Tractor fuel oil fees delinquent. 





Nov. 15- 
Gasoline reports 


ue. 
Nov. 20 

Surety liable on 
Nov. 30—— 








Nov., First Monday. 


and taxes due. 


oil dealers’ bonds. 


OHIO 





Interstate motor carrier’s mileage report and taxes 


Cream station and dairy monthly reports due. 
Grain warehouse reports due. 


ay on which hearing on assessment of gross 
earnings of railroad, including street, suburban 
and interurban railroad corporations closes. 
Amount of gross earnings of railroad including 
street, suburban and interurban railroad cor- 


Now 





porations certified to auditor by tax commission 


Last day for employment agencies to file monthly 


Admissions tax reports and payments due. 


Nov. 15—— 


Monthly report of unregistered dealers in motor 
vehicle fuel due. 


Nov. 20 





Last day without penalty for dealer to report sales 
or taxable use of motor vehicle fuel during pre- 
ceding calendar month. 

Private motor carriers’ monthly report and emet 


gency tax due. 





charging excise 


tax against 


railroad, including street, suburban and railroad 


corporations. 


Transportation companies including pipe lines, re 
port all deliveries of motor vehicle fuel in Ohio 
during preceding calendar month. 

Gasoline tax for preceding calendar month due 


Nov. 1 





OKLAHOMA 


First quarterly instalment of property tax delin 


quent. 


Gross production tax and report on oil and ga- 


ue. 


Nov. 


Excise tax on petroleum report and tax due 
, 


Reports from mines (other than coal) due. 


Nov. 10— 


Reports of manufacturers of non-intoxicating alco 
holic beverages due. é ee: 
Report and tax of wholesalers of non-intoxicating 


alcoholic beverages due. 
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Nov. 15—— 


| Nov. 5 
Gasoline tax and reports due. 


Fishing license tax report is due within 5 days 
Gas pipe line reports of daily meter readings due. of the end of each calendar month. 
Mileage report and tax of motor vehicle carriers Oyster or clam shucker’s stamp report must be 
due. | mailed on or before the 5th day of each suc- 
Nov. 20 ceeding month. 
Monthly sales tax and report due. Sturgeon, caviar or shad dealers file a report 
Reports from coal mines due. within 5 days of the end of each month. 
Fur dealers’ reports due. Tobacco warehousemen required to file statement 
on or before the 5th day of each month. 
Nov. 20 
Gasoline tax and report of dealers, distributors, 
importers and storers due on or before this date. 





OREGON 





Nov. 1—— 
Speci: al motor carriers’ monthly fee due. 
‘'ax Commission issues warrant in case any intan- | 
gibles income tax imposed is not paid within 
30 days after same becomes due directing sheriff 
to sell property of delinquent taxpayer. 
Nov. 10 


SOUTH DAKOTA 





Nov. 1 
Second half of property taxes delinquent. 
Second half of artesian well annual taxes delin- 

















Oil well license tax and report due on or before | quent. 
this date to county treasurer. | Warehouse reports due. 

Nov. 15- | Nov. 10 

Fisk 1 poundage fee and report and meat dealers’! Employment agency reports due. 
reports due on or before this date. | Nov. 15 

Gasoline ~~ and report due to Secretary of State | Inspector of petroleum products may require 
on or before this Thee. report. 

Nov. 20——— Gasoline reports and taxes due. 
Alcoholic beverage excise tax and report due. | Monthly sales tax report and tax due. 
Motor carrier tax due on or before this date. | Nov. 30 

Nov. 30-——— | 
Intangibles income tax rates increased 20 per cent 

if taxpayer fails to file return and pay second TEXAS 
instalment of tax within 60 days after due date | Nov. 1 





(October 1). 

fax Commission issues warrant to sheriff com- shipments due. 
manding him to sell property of delinquent tax- Report of emigrant agents due 
payer if excise (income) tax——second instalment | Noy, 15 , A 
is not paid on or before this date. 





’ 


Cigarette tax: Wholesale dealers 
shipments due. 

| Nov. 20—— 
Gasoline taxes and reports due. 

Nov. 25 
Monthly report and tax of cement distributors due. 
Oil production reports and taxes due. 


reports of dro »p 


PENNSYLVANIA 


Nov. 1 
Five per cent penalty accrues on delinquent taxes 
in cities of the first class. 











First Monday | Nov. 30—— 
In counties of the second class the triennial assess- First installment of general property taxes de- 

ment must be completed on or before this date. linquent. 
Nov. 10 | Oil production report: Oil withdrawn from stor- 

Amusement tax monthly reports and payments due. age due. 


Liquor importers’ reports to Department of Rev- | 
enue due. | 
Malt beverage tax reports to Department of Rev- | 


Oil carrier report doe. 














enue due. UTAH 
Nov. 15 F Nov. 5 
Liquor manufacturer’s report and tax due. Monthly report of cold storage warehouses due. 
Nov. 30 Nov. 10 





Monthly reports and tax payments of distributors Monthly report of dealers in and manufacturers of 








and carriers of liquid fuels (for preceding alcoholic beverages due. 
month) due. | Carriers’ reports of motor fuel deliveries due. 
Nov. 15 
Gross ton mile return and fees due on commercial 
RHODE ISLAND motor vehicles. 
Nov. 10-—~ | Monthly. gasoline tax and report due. 
Gasoline distributor’s monthly tax due. | Sales tax and return due. 
Nov. 15 | Nov. 30 








Lobster fishing licenses expire. | Real and personal property taxes delinquent. 
Gasoline distributor’s monthly report due. 


VERMONT 


SOUTH CAROLINA — 


uarter-annual local property tax instalment due. 


| Nov. 
Nov. 1-10—— 


Cigarette tax—Wholesale dealer’s report of drop | 
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VIRGINIA 
Nov. 1-10—— 
Oyster purchaser’s inspection fee due. 
Medicine, salve, liniments, ete., vendors’ 
due. 
Nov. 10 
Tobacco warehouse report due. 
Beer excise tax and report of beer sold during 
previous month due on or before this date. 
Beverages of not more than 3.2 per cent alcoholic 
content: excise tax and report of beverages 
sold during previous month due on or before 
this date. 
Nov. 20 
Gasoline statement and tax due. 


reports 








WASHINGTON 
Nov. 15 
Admissions tax and return due. 
Butter substitutes reports and taxes due. 
| Compensating tax and return due. 
Gasoline reports and taxes due. 
Gross income (occupation) tax and return due. 











Public utility gross operating revenue tax and 
return due. 
Retail sales tax and return due. 
| Nov. 30 
Second half of real estate taxes (over $2) delin- 
quent. 


Fish quarterly reports and license fees due. 


WEST VIRGINIA 





Nov. 1 
Delinquent corporations may pay their franchise 
tax at any time on or before this date with a 
penalty of 1 per cent a month. 
First half of property taxes (for current year) is 
due subject to 2% per cent discount. 

Surtaxes on occupation and privilege taxes due. 
Nov. 10. 
Petroleum dealers’ reports due. 

Brewers’ and beer distributors’ 
and excise tax due. 
Nov. 15 
Retail sales tax and return due. 
Gasoline tax and reports due. 








monthly reports 





WISCONSIN 
Nov. 1—— 

Tax Commission may revalue and equalize 
ment without Board of Review bet 
Nov. 5 

Monthly report of cold storage warehouses due. 
Nov. 10 
Alcoholic beverages monthly reports due. 


assess- 
ore this date. 

















Nov. 15 
Report of timber cut from forest crop lands must 
be filed. 
Nov. 20 
Gasoline dealers must file monthly report and pay 
tax. 
Nov. 30 
| Privilege dividend return and tax due. 
Transportation company gasoline tax reports due. 





WYOMING 
Nov. 10 





Admissions to amusements return and 
due between these dates. 

Power tax and report of public utilities due be- | 
tween these dates. 


| 

| 
stamp tax | 
| 





Nov. 15 

Car companies allowed appeal from valuation of 
Commissioner to Board of Appeals. 

Express and telegraph companies must pay fran- 





First instalment of general taxes delinquent. 
Carrier’s monthly gasoline tax and report due. 
Nov. 15 
Monthly gasoline tax and report due. 
Sales tax return and tax due. 
Nov. 20 











Nov. 4 | chise tax to Commissioner of Taxes before this 
Fisheries’ monthly stamp reports due not later than | date when time for payment has been extended 
this date. from Oct. 15 by said Commissioner. 


Significant Decisions of the 
Board of Tax Appeals 


Affiliated Corporations—Consolidation of Accounts.—(1) 
In 1925, the stock of Texas Corporation was owned by 
Tennessee Corporation, whose stock was owned by New 
York Corporation. In 1926, the president of Word Supply 
Company, who owned more than 95 per cent of its stock, 
purchased all of the outstanding stock of Texas Corpora- 
tion, and became its president. He then organized Word 
Specialty Manufacturing Corporation to manufacture cer- 
tain products to be sold by Supply Corporation, retained 
all the stock of Manufacturing Corporation, except qualify- 
ing shares, and became its president also. Supply Corpora- 
tion and Manufacturing Corporation contend that Word 
held in excess of 95 per cent of the stock of Texas Cor- 
poration as trustee for Supply Company during 1929 and 
1930, but upon the evidence it is held that Word had 
absolute title in his own name to the stock of the related 


















Motor carrier compensatory tax and report due. 


corporations, and stock being so owned, corporations were 
not affiliated and no right existed to file consolidated 
returns. 

(2) By resolution, the Supply Company agreed to reim- 
burse the Texas Corporation for operating expenses and 
general overhead to the extent of its profits for handling 
the sale of Texas Corporation merchandise. Actually, this 
resolution was ignored, the Supply Company deducting its 
apportioned share of the operating expenses of the Texas 
Corporation on the basis of a new allocation, which basis 
was allowed by the Commissioner. It is held that the 
Supply Company may not return to the basis mentioned in 
the resolution because the taxable income of each corpora- 
tion can be clearly determined from the books, and where 
such a condition exists, there is no need to consolidate 
accounts.—ll’ord Specialty Manufacturing Corporation v. 
Commissioner; T. T. Word Supply Company v. Commissioner, 
Dec. 9469 [CCH]; Docket Nos. 68856, 68857. 


(Continued on page 631) 
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“Windfall” ‘Tax Returns and Payments 


HE Treasury Department by one day saved 

itself from a tax collection complication when 
on September 14, by a ruling [T. D. 4696], it corrected 
an omission from a previous ruling [T. D. 4689, 
X V-35-8284 (p. 14)] in which the deadline for filing 
“windfall” tax returns that were due on September 
15 was extended to December 15, 1936, without 
extending the time for payment of the tax. 


The amended ruling grants “an extension of time 
for such period as may be necessary, but not later 
than December 15, 1936 * * * for the filing of 
returns and paying the tax under Title III of the 
Revenue Act of 1936, for any taxable year ending 
on or before August 31, 1936.” 


National Income Shows 
Substantial Increase 


OTAL realized national income in the United 
States increased more than six billion dollars 
between 1933 and 1934, according to a study, “Na- 
tional Income and Its Fleiments,’ made under the 
auspices of the Natio.ial Industrial Conference Board. 
In announcing the results of this study it is 
pointed out that income derived from government 
sources has shown a large increase in recent years. 
In 1929 it accounted for 8.5 per cent of the total, 
whereas the proportion increased to 17.5 per cent 
by 1934. 

Sums derived from government, it is stated. 
amounted to $6,820,000,000 in 1929 and $9,354,000,000 
in 1934, an increase of 37 per cent, while the amount 
from private enterprise dropped from $73,209,000,000 
in 1929 to $41,545,000,000 in 1934, or 43 per cent. 

Twenty-five per cent of the increase in national 
income between 1933 and 1934 represented increased 
governmental disbursements. 

As to increase in national income since 1934, the 
announcement points out that government spending, 
chiefly from borrowed funds, is a factor as well as 
improvement in the productive activity of private 
enterprise. Increased expenditures for relief in 1935 
and payment of the veterans’ bonus in 1936, it is 





stated, will be retlected in any estimates of realized 
income for these years. 

The Conference Board’s estimates of ‘“account- 
able realized national income” for the years 1929 to 
1934, inclusive, are as follows: 


1929.... .$80,029,000,000 1932 $46,890,000,000 
1930 72,792,000,000 1933... 44,642,000,000 
1931. ne 60,592,000,000 1934 50,899,000,000 


rv summary by the Conference Board of its stud) 
gives the following additional information: 


National income estimates are obtained by analyzing 
data that are incomplete and inaccurate in many respects. 
Out of a total national income of 80 billion dollars in 1929, 
about 39 billion dollars or about 50 per cent, is considered 
to be based on fully reliable data, while about 8 billion 
dollars, or 11 per cent of the total, is in the realm of opinion. 

Government accounted for 8.5 per cent of the total real- 
ized income in 1929 and 17.5 per cent in 1934. In 1934 
Governmental salaries and wages averaged $1,401, or 91 
per cent of the 1929 average; the 1934 average for private 
industry was $1,023, or only 72 per cent of the 1929 level. 

Wages and salaries represent over 60 per cent of ac- 
countable realized income and two-thirds of realized pro- 
duction income. In the case of manufacturing, 80 per cent 
of its income disbursements are in the form of wages and 
salaries. Total wages and salaries amounted to about 
51 billion dollars in 1929. They declined to 30 billion dol- 
lars in 1932 and 28 billion dollars in 1933. In 1934 they 
increased to 31 billion dollars. 

Independent entrepreneurs or persons engaged in busi- 
ness for themselves, representing approximately one-fifth 
of the gainfully occupied received about 22 per cent of the 
private production income realized by individuals in 1934. 

Dividends received by individuals in 1934 amounted to 
$2,306,C00.000 as compared with $5.692,000,000 in 1929. In 
1933 and 1934 dividends represented only ‘ per cent of the 
total production income realized by individuals. 

In 1929 and 1933 New York acquired approximately 17 
per cent of the income of the nation. The District of 
Columbia had the highest per capita income in both those 
years. Striking differences among the several states are 
shown in the composition of realized production income. 





The estimates of national income for recent years 
by the Department of Commerce are as follows: 


Income Income 

Produced Paid Out 
1929 $81,034 000,000 $78.632,000,000 
1930 67,917,000,000 72,932,000,000 
oe 53,584.000,000 61,704.000,C00 
1932 39,545.000,000 48,362,000,000 
1933 41,742.000,000 44,940,000,000 
1934 48 397,000,000 50,174,000,000 


1935 52,959,000,000 


53,587 ,000,000 








October, 1936 


The largest portion of income paid out goes for 
compensation of employees, usually amounting to 
between 64 and 68 per cent of the total. Other items 
of “income paid out” are dividends, interest, and 
withdrawals by owners of business enterprises. 


In analyzing the national income of 1935 and its 
trend a report by the Department of Commerce says: 

For the third consecutive year, the national income pro- 
duced recorded a substantial gain. The net value of goods 
and service produced increased from 48.4 billion dollars in 
1934 to 53 billion dollars in 1935, a gain of 10 per cent. The 
1935 estimate, compares with 39.5 billions dollars in the 
low vear of 1932 and 81 billion dollars in 1929. The gain 
of 134 billion dollars, or 34 per cent, from 1932 to 1935 is 
equal to approximately one-third of the drop which oc- 
curred from 1929 to 1932. Despite this gain, the 1935 total 
is still more than one-third below the 1929 level, although 
the real income is much higher relative to 1929 because of 
the decline in prices. 

The 3.4-billion-dollar rise in the national income paid out 
in 1935 brought the total to 68 per cent of the 1929 total. 
From a peak of 78.6 billion dollars in 1929, aggregate in- 
come pavments declined to 44.9 billion dollars in 1933. 
From 1933 to 1935 income paid out increased by 8.6 billion 
dollars, or 19 per cent. 


Large Federal Grants Made Under 
Social Security Act 


REVIEW of the first year of administration of 
the Social Security Act by John G. Winant, 
chairman of the Social Security Board at Washing- 
ton, shows that the Federal Government, in coop- 
eration with the states, is now aiding more than a 
million individuals with grants totaling $48,000,000. 


There are approved old-age assistance plans now 
operating in 36 states, the District of Columbia and 
Hawaii. Approved plans for the blind are in effect 
in 21 states and approved plans for dependent chil- 
dren are in operation in 22 states. Increases in 
assistance to needy aged, dependent children, and 
the blind have been made possible because of the 
Federal Act, the report says. 

Under the unemployment compensation section of 
the Social Security Act, 14 states and the District 
of Columbia have adopted unemployment laws cov- 
ering 45 per cent of the industrial population of the 
country, it is stated. Only one of these states had 
adopted legislation prior to the Federal law, Mr. 
Winant says. Fourteen additional states will con- 
sider such laws when their legislatures meet next 
year, it is predicted. 


Tax Liability Under Carriers 
Taxing Act 


ECTION 2 of the Carriers Taxing Act, approved 

August 29, 1935 (49 Stat. 974), imposes an in- 
come tax at the rate of 314 per cent of the compen- 
sation, not in excess of $300 per month, received by 
an employee of a carrier during the period March 
2, 1936, to February 28, 1937, both dates inclusive, 
with respect to services performed for a carrier after 
August 28, 1935. Section 3(a) of the Act requires 
that this tax be collected by the employer of the 
taxpayer by deducting the amount thereof from the 
compensation of the employee as and when paid. 
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By Section 7 of the Act there is imposed an in- 
come tax at the rate of 7 per cent of the compensa- 
tion, not in excess of $300 per month, received by a 
representative of an employee organization during 
the period March 2, 1936, to February 28, 1937, both 
dates inclusive, with respect to services performed 
for the employee organization after August 28, 1935. 
For the purpose of ascertaining the tax thereon, it 
is prescribed that the compensation of a representa- 
tive, as near as may be, shall be the same as if the 
representative were still in the employ of his last 
former carrier employer. In no event, however, is 
the tax under Section 7 to be computed on any 
amount in excess of the compensation received by 
the representative for services performed for the 
employee organization. 

In response to request for advice as to the method 
to be used in determining the amount of compensa- 
tion which is taxable where an individual receives 
compensation both as an employee of a carrier and 
as a representative, the Bureau of Internal Revenue 
has issued the following explanation ;1 

Where an individual, who is both an employee of a car- 


rier and a representative of an employee organization, 
does not have his compensation for services performed 


1S. S. T. 32, XV-35-3269 (p. 19). 
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during a given calendar month as a carrier employee re- 
duced by reason of time off during such month to perform 
compensated services for the employee organization, the 
individual is subject only to the employees’ tax imposed 
under section 2 of the Act at the rate of 3% per cent of 
the compensation, not in excess of $300 per month, re- 
ceived by him as a carrier employee. Under these cir- 
cumstances, any amount received by the individual for 
services performed for the employee organization during 
such month is not subject to the representatives’ tax. 


Example A 


An individual receives $250 for services performed during 
a given calendar month as a carrier employee and also 
receives $50 for services performed during the same month 
for an employee organization, the latter services being 
rendered under such circumstances as do not cause the 
individual to take any time off from his carrier employ- 
ment. The individual is subject only to the employees’ 
tax at the rate of 3'%4 per cent of $250, which amount of 
tax his carrier employer is required to deduct from his 
compensation as and when paid. The $50 received for 
services performed for the employee organization is not 
subject to tax. 

If an individual, who is both an employee of a carrier 
and a representative of an employee organization, does 
have his compensation for services performed during a given 
calendar month as a carrier employee reduced by reason 
of time off during such month to perform compensated 
services for the employee organization, the individual is 
subject to the employees’ tax imposed under section 2 of 
the Act and is also subject to the representatives’ tax 
imposed under section 7 thereof. The employees’ tax is 
computed at the rate of 3% per cent of the compensation, 
not in excess of $300 per month, received by him for serv- 
ices performed during the month as a carrier employee, 
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and the representatives’ tax is computed at the rate of 


7 per cent of that part of the compensation received by 
him for services performed during such month for the 
employee organization which is necessary to bring the 
actual amount of compensation he receives as a carrier 
employee up to the amount he would have received if he 


had not taken time off to perform services for the em- 
ployee organization, or up to $300 per month, whichever 


is the lower. 


Example B 


If an individual had not taken time off from his carrier 
employment during a given calendar month to perform 
services for an employee organization, he would have re- 
ceived $190 as compensation. Because he took such time 
off, however, he received only $150. For his services per- 
formed during the same month for the employee organiza- 
tion he received $60 as compensation. The individual is 
subject to the employees’ tax at the rate of 3% per cent 
of $150, which amount of tax his carrier employer is re- 
quired to deduct from his compensation as and when paid. 
In addition to this, the individual is also subject to the 
representatives’ tax at the rate of 7 per cent of that portion 
of $60 which is necessary to bring $150 up to $190, or $40. 
The remainder, or $20, received for services performed for 
the employee organization is not subject to tax. 


Example C 


If an individual had not taken time off from his carrier 
employment during a given calendar month to perform 
services for the employee organization, he would have 
received $350 as compensation. Because he took such time 
off, however, he received only $290. For his services per- 
formed during the same month for the employee organization 
he received $80 as compensation. The individual is sub- 
ject to the employees’ tax at the rate of 3% per cent of 
$290, which amount of tax his carrier employer is required 
to deduct from his compensation as and when paid. In 
addition to this, the individual is also subject to the repre- 
sentatives’ tax at the rate of 7 per cent of that portion of 
$80 which is necessary to bring $290 up to $300, the maxi- 
mum taxable compensation, or $10. The remainder, or 
$70, received for services performed for the employee or- 
ganization is not subject to tax. 

In the event the reduced compensation received by an 
individual for services performed during a given calendar 
month as a carrier employee amounts to $300 or more, 
none of the compensation received by such individual for 
services performed during the same month for the em- 
ployee organization is subject to the representatives’ tax. 

An individual who is both an employee of a carrier and 
a representative of an employee organization must attacli 
to each return filed by him on Form 943 a statement setting 
forth in detail the method used in determining the amount 
of taxable compensation reported thereon. Such individ- 
ual, in addition to keeping the records required by article 
608(c) of Regulations 93, must also keep permanent ac- 
curate records with respect to the remuneration received 
from the carrier. These records must show the name of 
the carrier for which the individual performed services as 
an employee, the amount of each remuneration payment 
(including employees’ tax), the date of its receipt, the 
period of services covered thereby, and the amount of 
employees’ tax deducted from each such payment. 

The reply to the first question considered in S. S. T. 9 
(I. R. B. XV-27, 15) is modified to agree with the fore- 
going. 





Farm Taxes Move Downward 


ROM a peak averaging 58 cents per acre in 1929, 
farm real estate taxes dropped to an average of 
37 cents an acre in 1935, representing a decrease ot 


36 per cent, reports of the Bureau of Agricultural 
Economics, Department of Agriculture, indicate. 
Rates, of course, vary widely between various sec- 


tions of the country, and likewise the degree of 


decreases in land taxes differ; hence the composite 


figures do not represent the situation in any particu- 
lar locality. 
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The following further information relative to farm 
taxes is from an announcement issued by the De- 
partment of Agriculture: 

Farm taxes doubled between the years 1900 and 1913, and 
doubled again during the next seven years. In 1920 the 
tax per acre was four times that in 1900. In 1928 and 1929 
it was nearly five times that in 1900. Now it is about 
three times the 1900 levy. 

The sharp rise in taxes from 1900 through 1929 is 
attributed largely to rapid expansion in local and State serv- 
ices—chiefly road-building and education. There was, how- 
ever, a rise of about 73 per cent in the general price level 
during this period, and likewise a rise in the prices of 
things and services which governments buy. 

Economic depression from 1930 through 1932 sharply 
reversed the farm taxation trend. Rates fell as local ex- 
penditures were curtailed through the elimination of some 
public services and the shifting of the cost of others to 
the State and Federal governments. 

Education among other services suffered during this 
period as many rural schools were closed or put on part 
time. In addition, rural school teachers’ salaries were cut, 
and various educational courses eliminated. 

Road-building and other public works have expanded 
during the last three years, but most of the cost, instead 
of a charge upon farm real estate, has been paid by the 
Federal Government and by the State generally from 
sources other than property. 

The Bureau’s compilations by regions show that during 
the entire period under review a peak of $1.27 an acre was 
reached in the east north central states in 1929. The tax 
in this region in 1934 averaged 65¢. For some individual 
states the peak was much higher. The Massachusetts aver- 
age tax per acre in 1927 was $2.20; in 1934 it stood at $2.21. 
New Jersey farm real estate taxes averaged $2.80 per acre 
in 1930, and by 1934 had decreased to $2.01. 


Additional Federal Tax Assessments 
URING the fiscal year ended June 30, 1936, the 


field service of the Income Tax Unit recom- 
mended for assessment, in addition to the amounts 
reported by individual and corporate taxpayers, in- 
come taxes aggregating $355,076,147.98, according 
to a Treasury Department report. This amount 
represents revenue which except for the work of the 
revenue agents would be lost to the Government 
and was the largest sum ever discovered in a year 
period in the history of the Income Tax Unit. 

The sum to which taxpayers executed agreements, 
consenting to immediate assessment and collection, 
$77 367,187.18, is declared to be the largest total in 
agreed tax ever to be obtained by the field forces 
in a twelve-month period. 

These results were accomplished through the ef- 
forts of the 3,047 agents and auditors assigned to the 
examination of the 450,002 returns handled. Com- 
missioner of Internal Revenue Guy T. Helvering 
attributes the better results to “the Administration’s 
effort for impartial and fair enforcement of the tax- 
ing statutes.” 

A table indicating the comparable results in recom- 
mended additional taxes for the last eight fiscal vears 
is as follows: 


Additional 
Fiscal Number Income Tax 
Year of Age nts Recommended 
1929 2,695 — $239 857,614.30 
1930 2.543 207 220,446.39 
1931 2,521 295, 338,223.99 
1932 2,425 275,942,496.80 
1933 2,432 209, 560,777.80 
1934 2,35 203,510.465.96 
1935 2.419 276,008,250.07 
1936 3,047 355,076,147.98 
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A. B. A. Federal Tax 
Recommendation 


N THE September issue of THe Tax MaGazine 
(p. 526) appeared the text of an advance copy 
of the report made by the Special Committee on 
Federal Taxation of the American Bar Association 
at the recent convention of the American Bar Asso 
ciation in Boston, Mass. 
Two additions were made in the report as finally 
drafted and adopted. 


A change made in the recommendation relating to pro- 
cedure in transferee cases is shown below in italics: 


Resolved, That the American Bar Association recommends to the 
Congress that those held liable for the taxes of their transferors be 
afforded a process for compelling pro-rata contributions by their fellow 
transferees and that the Association’s Committee on Federal Taxation is 
directed to urge the following proposed amendment, and failing the 
acceptance of the proposal as drafted, its equivalent in purpose, upon the 
proper committees of the Congress: 

(PRoposED AMENDMENT.) 

“Sec. —. (a) The United States Board of Tax Appeals is hereby 
given jurisdiction in all proceedings before it now pending, or here- 
after brought, to determine in one proceeding the respective liabilities 
in law or equity of all transferees of a tax delinquent transferor. 
The Board shall make rules deemed by it needful and proper to effect 
the purpose of this section, including a rule requiring the Commissioner 
of Internal Revenue to notify all the transferees of a delinquent trans- 
feror of an asserted deficiency against any one or more of them. 

“(b) In any proceeding under (a), the defense of the statute of 
limitations shall not avail any impleaded party before the Board unless 
such defense is available to all impleaded parties; provided, however, 
that no transferee may waive the statute of limitations except with the 
consent, in writing, of all his co-transferees, and provided further, that 
this section shall not operate to reopen the liability of any transferee in 
whose favor the statute of limitations had run at the time of the enact- 
ment of this section. 

“(c) The decision of the Board of Tax Appeals in any proceeding 
under (a) shall be reviewable in the manner provided for review of 
other decisions of the Board. 

““(d) The final determination of the Board shall be binding upon 
all transferees to whom notice of the proceeding has been given, under 
such rules as the Board shall prescribe. 

“(Ce) Properly certified copies of the final decision and order of the 
Board in any proceeding under (a) shall be prima facie evidence in any 
court of the correct tax liability of the transferor and of the liability of 
each transferee therefor.” 


The other change was the addition at the end of the 
report of the following commentary on a recommendation 
before the association regarding an administrative court: 


Proposal to Unite Tax-Reviewing Agencies with Agencies Which Review 
Administrative Decisions in Regulatory Matters 


This committee, having examined the report of the Special Committee 
on Administrative Law, and having observed that the report favors a 
Federal Administrative Court, which, together with its functions of 
reviewing administrative decisions in other governmental activities, 
would also review decisions of Treasury Department agencies in the 
process of collecting the revenue, expresses no opinion as to the advis- 
ability of a general administrative court, such expression being beyond 
its authority. The Committee, however, considers that if such a court 
is established it should not include in its jurisdiction the reviewing of 
executive decisions affecting the revenue. 

Our reasons for these conclusions are three: 

1. The taxing power of the Government is fundamentally different 
in nature from the purely regulatory powers dealt with by various 
boards and commissions proposed to be merged into the new adminis- 
trative court; the best interests of government and taxpayer are served 
by keeping tax processes as distinct as possible from everything else. 

2. The existing income tax system whereby both the Treasury and 
the Board of Tax Appeals function in a contested case, before the 
Government makes collection, can fully succeed only if the authority so 
reviewing the Treasury is exceptionally expert and wholly devoted to 
this task; a large administrative court, with other duties, can hardly 
do so well as the Board. 

3. It seems unwise, when the Board of Tax Appeals and the Court 
of Claims are functioning well in tax matters, to risk the damage which 
our tax system would suffer if the experiment of seeking to administer 
a court of such unprecedented size should fail. 

For these reasons this Committee considers that the pending recom 
mendation regarding an administrative court should not be approved as 
now framed.” 


Capital Gains and Losses 


(Continued from page 610) 


And still it would seem that $18,440 tax would 
be sufficient for a man who made nothing in a six- 
vear period from his capital transactions. On the 
other hand, if we assumed assets held over ten years 
and assumed that the man had capital net gains 
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every year then the suggested plan would bring in 
more revenue than the present system and still this 
might be perfectly fair with respect to such a for- 
tunate individual. 

Of course, any such new system would need ex- 
tensive study but it does seem obvious, from the fact 
that income from capital gains while realized in one 
year generally accrues over a period of years, that 
any fair system of taxing capital gains should give 
recognition to prior year losses. 

In conclusion, permit me to state that, with high 
tax rates, our income tax system must be made 
equitable if it is to endure, and that the one-year 
period is a very short length of time in which to 
measure income. Moreover, so far as capital gains 
are concerned our high estate and gift taxes effec- 
tually prevent any undue avoidance of tax in the 
long run from a reasonable and fair system of taxing 
such gains. 


Rulings of the Bureau cf 
Internal Revenue 


AAA Processing Taxes.—Whioere bid for selling bacon to 
the War Department was modified by a rider disclaiming 
all references to processing tax in the quoted price, the 
import of which was understood by both parties, unconsti- 
tutionality of processing tax is no bar to payment of the 
full bid price as per contract.——Comptroller General’s 
Opinion A-73637 in letter dated August 11, 1936, addressed 
to Major A. J. Maxwell, Finance Department, through 
office of Chief of Finance, War Department, and signed 


by R. N. Elliott, acting comptroller general of the United 
States. 


Capital Gains and Losses.—A loss sustained by A in 1934 
upon the sale of property used by him as a personal resi- 
dence from the date of acquisition in 1921 until placed on 
the market for sale in 1929, and thereafter held only for 
that purpose, is not an allowable deduction. The provi- 
sions of Section 23 (j) and Section 117 (d) of the Revenue 
Act of 1934 do not permit the allowance of such a loss.— 


G. C. M. 16793, X V-36-8287 (p. 3). 


Capital Stock Tax.—Where a foreign corporation has a 
capital stock tax taxable year ending within an income-tax 
taxable year controlled by the Revenue Act of 1936, and 
such corporation has no office or place of business within 
the United States, and its only activities consist of effect- 
ing transactions in the United States in stocks, securities, 
or commodities through a resident broker, commission 
agent, or custodian, such corporation is exempt from the 
capital stock tax imposed by Section 105(b) of the Revenue 
Act of 1935, as amended. 

Where a foreign corporation has a capital stock tax 
taxable year ending within an income-tax taxable year 
controlled by the Revenue Act of 1934, as amended, the 
provisions of Section 211(b) of the Revenue Act of 1936 
can not be used as a test to determine whether the foreign 
corporation is carrying on or doing business within the 


United States —G. C. M. 17014, X V-35-8283 (p. 16). 


Constructive Receipt of Income.—Where the withdrawal 
of stock in a building and loan association before maturity 
entails the forfeiture of certain accumulations which are 
distributed only to members who carry their stock to 
maturity, the accumulations credited do not become un- 
qualifiedly subject to the demand of the stockholder until 
the year of the maturity of the stock and constitute income 
for that vear. 

Recommended that O. D. 1081 (C. B. 5, 99) be revoked.— 
G. C. M. 17025, X V-35-8265 (p. 6). 

Deductions for State Taxes: 

Arkansas Motor Fuel Tax 


The motor vehicle fuel tax of 6% cents per gallon im- 
posed by the State of Arkansas under Act 65, 1929, as 
amended and supplemented by later acts, is deductible as 
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a tax, for Federal income tax purposes, by the purchaser 
or consumer by whom the tax is paid and to whom it is 
not refunded. The motor fuel tax of 2 cents per gallon 
imposed by that State (Act 706, 1923), applicable to Phillips 
County, Ark., only, is also deductible as a tax by the con- 
sumer. If, however, such taxes are added to or made a 
part of the business expense of the consumer, they may 
not be deducted by him separately as a tax.—I. T. 2998, 
XV-33-8243 (p. 2). 


California Use Tax 


The California use tax of 1935 (chapter 361, California 
Statutes, 1935) is deductible by the purchaser or consumer 
for Federal income tax purposes. If, however, the tax is 
added to or made a part of the taxpayer’s business expense, 
or is otherwise used to reduce his net income, it may be 
deducted separately as a tax.—I. T. 3004, X V-36-8286 (p. 2). 


Massachusetts Corporate Excise Tax 


The 10 per cent additional corporate excise tax imposed 
under chapter 480, Laws of Massachusetts, 1935, which is 
an increase in an existing tax, should be accrued as a part 
of = tax to which it is an addition.—I. T. 3000, X V-34-8252 
(p. 13). 


Michigan Property Taxes 


In general, taxpayers in Michigan who keep their books 
of account on the accrual basis should accrue both personal 
and real property taxes as of the second Monday in April 
for Federal income tax purposes. Taxpayers in cities which 
operate under special charters should accrue their prop- 
erty taxes as of the assessment day prescribed by such 


charters.—I. T. 2995, X V-31-8207 (p. 2). 


New York, North Carolina, and Pennsylvania Hunting 
License Fees 


Amounts expended for a Federal “Migratory bird hunting 
stamp” and for hunting licenses in New York, North 
Carolina, and Pennsylvania are not deductible as taxes. 
If, however, the stamp and licenses are acquired for use 
in the conduct of a trade or business, such amounts are 
deductible as business expenses.—I. T. 2969, XV-34-8251 
(p. 11). 


North Dakota Cigarette Tax 


The cost of stamps required to be attached to packages 
of cigarettes under the provisions of the North Dakota 
laws is an allowable deduction as a tax only in the return 
of the dealer or distributor who is required to purchase the 
stamps.—I. T. 3001, X V-35-8263 (p. 2). 


Wisconsin Privilege Dividend Tax 


The privilege dividend tax imposed under Section 3, 
Chapter 505, Laws of Wisconsin, 1935, effective September 
26, 1935, is deductible as a tax, for Federal income tax 
purposes, by the stockholder receiving the dividend.—I. T. 
3002, X V-35-8264 (p. 4). 


Excise Tax on Furs.—Mimeograph 4490, XV-34-8259 
(p. 22) sets out in detail the proper method for determin- 
ing the taxability of fur-trimmed garments. 


Excise Tax on Sales.—Sales of articles taxable under 
Title 1V of the Revenue Act of 1932, as amended, by the 
manufacturer, producer, or importer to a corporation the 
capital stock of which is wholly owned by the United States 
are sales “for the exclusive use of the United States,” 
within the meaning of the above-quoted provision of the 
statute, and are, therefore, exempt from tax, provided the 
evidence required by Article 17 of Regulations 46, as 
amended by Treasury Decision 4605 (C. B. XIV-2, 383), 
and Article 24 of Regulations 44, as amended by Treasury 
Decision 4604 (C. B. XIV-2, 373), is furnished. The ex- 
emption does not apply to sales of such articles to a cor- 
poration the capital stock of which is partly owned by the 
United States. 


The following are examples of corporations, the capital 
stock of which is wholly owned by the United States, to 
which sales of articles taxable under Title IV of the 
Revenue Act of 1932, as amended, may be made tax-free 
by the manufacturer, producer, or importer on and after 
October 1, 1935, provided such sales are made in accordance 
with the provisions of Article 17 of Regulations 46, as 
amended, and article 24 of Regulations 44, as amended: 
Federal Intermediate Credit Banks, Home Owners’ Loan 
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Corporation, Production Credit Corporation, and Recon- 
sruction Finance Corporation. Examples of corporations 
whose capital stock is only partly owned by the United 
States and to which sales of articles taxable under Title IV 
of the Revenue Act of 1932, as amended, may not be made 
tax-free are Federal Deposit Insurance Corporation, Fed- 
eral Home Loan Banks, Federal Land Banks, and Banks 
for Cooperatives. 

Under the provisions of Section 401 (a) of the Revenue 
Act of 1935, amending Section 620 (3) of the Revenue Act 
of 1932, there is no doubt that no tax attaches to such sales 
when made to unincorporated units of the Federal Gov- 
ernment for their exclusive use, such as the Agricultural 
Adjustment Administration, Federal Emergency Relief 
Administration, Federal Emergency Administration of 
Public Works, Civil Works Administration, Works Prog- 
ress Administration, etc. However, tax-free sales of such 
articles may not be made to contractors engaged in Works 
Progress Administration or similar ‘projects—S. T. 842, 
X V-31-8223 (p. 17). 





Contractor is entitled to be paid its full bid price for 
tires and tubes furnished the United States without de- 
duction for taxes stipulated to have been included in such 
bid price. In the instant case, however, the terms of the 
stipulation are disputed, so that no administrative cer- 
tificate should be given the contractor entitling it to ex- 
emption from, or refund of, taxes paid by it on such sales.— 
Comptroller General’s Opinion A-69392 in letter dated 
August 7, 1936, addressed to the Secretary of the Interior 
and signed by R. N. Elliott, acting comptroller general of 
the United States. 

Where the contract price as shown on the invoice in- 
cludes transportation charges, the latter amount may not 
be excluded in computing the tax unless it represents fair 
charges and is so established by adequate records to the 
satisfaction of the Commissioner.—Comptroller General’s 
Opinion A-76353 in letter dated August 6, 1936, signed by 
R. N. Elliott, acting comptroller general of the United 
—— and addressed to Iowa Soap Company, Burlington, 

owa 


Pension Trusts: Requirements with Respect to Filing 
Fiduciary, Information and Withholding Returns.—The 

sureau has held that a fiduciary return on Form 1041 is 
not required to be filed by a trust which comes within the 
provisions of Section 165 of the Revenue Act of 1928. 
(G. C. M. 6060, C. B. VIII-1, 108.) The same rule is ap- 
plicable under the Revenue Act of 1934. 

The domestic trustees of the M Pension Trust? should 
file returns of information on Form 1099 with respect to 
pensions paid to retired employees as provided by article 
147-2 of Regulations 86. However, returns of information 
need not be filed in cases where (1) the pension is paid to 
a nonresident alien individual as compensation for labor 
or services performed without the United States, or (2) the 
pension is paid to a citizen of the United States for serv- 
ices rendered abroad and the pensioner is a bona fide non- 
resident of the United States for more than six months 
during the taxable year in which the pension is received. 

No withholding return of income paid to a nonresident 
alien beneficiary is required to be filed by the domestic 
trustees. (See Article 143-1, Regulations 86.) If the pen- 
sion paid to such nonresident alien beneficiary represents 
compensation for labor or services performed within the 
United States, and is, therefore, income from sources within 
the United States, a return in his behalf on Form 1040-B is 
required to be filed by the fiduciary. (See Article 142-5, 
Regulations 86.)—I. T. 2996, X V-32-8229 (p. 23). 

Social Security Act—Tax on Employers of Eight or 
More: 

Employed Individuals 


Salaries received by members of a partnership do not 
constitute wages with respect to employment under Title 
IX of the Social Security Act, and the partners should not 
be counted in determining the total number of individuals 
~~ by the partnership.—sS. T. 23, XV-32-8234 
D:. 59). 


1A trust formed by a corporation for the purpose of paying retirement 
allowances or pensions to its employees, a number of whom are resident 
aliens, and which qualifies as an employees’ trust under the provisions 
of Section 165 of the Revenue Act of 1934. 
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An individual may be an employee of two or more per- 
sons within the contemplation of Title IX of the Social 
Security Act.—S. S. T. 24, X V-32-8235 (p. 36). 





The M Company, which employs persons selling peanuts, 
popcorn, etc., in an athletic stadium owned by it, com- 
pensating them on a commission basis, and also employs 
carpenters to perform repair work in the stadium, pay them 
on a per diem basis is subject to the excise tax on em- 
ployers (imposed by Title 1X of the Social Security Act) 
with respect to the services performed by such individuals, 
the tax being measured by the amount of remuneration 
paid 4 payable to such employees.—S. S. T. 25, X V-32-8236 
(p. 37). 


Government Employees 


Whether the services of individuals employed on Federal 
relief projects are excluded from the provisions of Title 
IX of the Social Security Act depends upon whether the 
services are performed in the employ of the Federal Gov- 
ernment, an instrumentality thereof, a state, a political 
subdivision thereof, or an instrumentality of a state or political 
subdivision, or in the employ of a private contractor who 
hires and pays the individuals working on the projects.— 


S. S. T. 26, X V-32-8237 (p. 38). 


Imposition and Measure of Tax 


Where a cash bonus is paid to employees based on 
remuneration for services rendered during the 10-year 
period immediately preceding the granting of the bonus, 
only that portion thereof attributable to services rendered 
subsequent to January 1, 1936, constitutes “wages” for the 
purpose of the tax imposed by section 901, Title IX of 
the Social Security Act.—S. S. T. 27, X V-33-8246 (p. 8). 


Persons Liable for the Tax 


Where a person is an employer as defined in Section 
907(a), Title IX of the Social Security Act, he is required 
to file returns and pay the tax imposed by Section 901 of 
that Act regardless of an agreement whereby the tax is 
assumed by another. The Bureau does not object to such 
an agreement but it does not relieve the employer from 
liability for the tax.—S. S. T. 30, X V-34-8256 (p. 27). 


Records 


Where a salesman is paid a certain amount to cover his 
salary and expenses incurred in his employer’s business, 
the basis for computing the tax imposed by Section 901, 
Title IX of the Social Security Act, is the total amount 
paid or payable minus expenses actually incurred by the 
salesman and accounted for by him. The salesman must 
maintain such records as will enable him to account to 
his employer for the amount of expenses actually incurred, 
and the employer must keep such records as will show the 
portions of the amount paid the salesman which represent 
expenses and remuneration for services—S. S. T. 28, 
X V-33-8247 (p. 8). 

Wages 

Prizes awarded to salesmen, winners of contests con- 
ducted by their employer, constitute additional compensa- 
tion or remuneration which should be included in the total 
amount of wages paid in computing the tax imposed 7 
Section 901, Title IX of the Social Security Act.—S. S. 7 
29, X V-33- 8248 (p. 9). 


IVho Are Employers 
QUESTIONS: 

1. A and B are partners in two stores in different towns. 
Each store employs four or more persons beside the 
proprietor. Would the employment of the eight persons 
in the two stores bring them under the terms of the Act 
which refers to having eight employees? 

2. A and B are partners in the same store, their wives 
and children helping on occasions. If the members of the 
family were counted, the owners would have eight em- 
ployees. But if the members of the family, thus working, 
were drawing no wages, would A and B have to pay the 
tax for having eight employees, including the members of 
the familv? 

3. Aand B conduct a store which is incorporated. Would 
the same ruling apply that is mentioned in item two (2)? 
In other words, would a corporation or partnership store 
come under the same ruling? 
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ANSWER TO QUESTION I: 


For the purpose of section ¥07(a) of the Act and articles 
204 and 205 of the regulations, it is held that all the em- 
ployees of a partnership having two or more places of 
business in different towns are to be included for the pur- 
pose of determining whether the partnership is an em- 
ployer of eight or more individuals. The employment of 
cight or more individuals in both stores would bring the 
partnership under the terms of the Act as an “employer.” 
\NSWER TO QUESTIONS 2 AND 3: 

While the measure of the tax imposed by section 901, 
Title IX of the Act, is the total wages paid by the employer 
with respect to employment, there is no provision in the 
Act or the regulations under which it is necessary that 
wages or other remuneration be paid to an individual 
rendering services for another in order for such individual 
to be an “employee” within the meaning of the Act. As 
the amount of wages or other remuneration, if any, that is 
to be paid to an individual for services rendered is a matter 
solely between the individual and the person for whom the 
services are performed, the fact that such individual receives 
no salary or remuneration is not material in determining 
whether he is to be regarded as an employee for the pur- 
pose of the taxing provisions of the Act. Accordingly, the 
members of the families of the partners who perform serv- 
ices in the employ of the partnership are to be counted as 
employees in determining whether the partnership is the 
employer of eight or more individuals, whether or not such 
members of the partners’ families receive remuneration for 
the services rendered in such employment. The foregoing 
is equally applicable with respect to the members of the 
families of the officers or stockholders of 


S. S. T. 33, X V-36-8293 (p. 13). 


Stamp Tax on Bond Issues.—The issuance of bonds, 
debentures, certificates of indebtedness, or 
ments described in Schedule A-1 of the Revenue Act of 
1926, as amended, by a State bank to the Reconstruction 
Finance Corporation is subject to stamp tax, and the issuing 
bank is liable for such tax.—S. T. 841, X V-31-8213 (p. 19). 


Stamp Tax on Conveyances.—An oil and gas lease of 
indefinite duration, covering lands in California, is subject 
to stamp tax under Schedule A-8 of Title VIII of the 
Revenue Act of 1926, as added by Section 725 of the 
Revenue Act of 1932. G. C. M. 11732 held applicable 
Decision of the Supreme Court of California in Dabney ~. 
Edwards, 53 P. (2d) 962, cited.—G, C. M. 16934, X V-32-8233 
(p. 34). 


“Windfall Tax”: Extension of Time for Filing Returns. 
—Pursuant to the provisions of section 53 of the Revenue 
Act of 1936, an extension of time for such period as may be 
necessary, but not later than December 15, 1936, is hereby 
granted for the filing of returns under Title III of the 
Revenue Act of 1936, for any taxable vear 
hefore August 31, 1936. 

This Treasury Decision is issued under the 
prescribed by sections 53 and 62 of the 


1936—T. D. 4689, X V-35-8284 (p. 14). 
Withholding of Tax at Source.—Where stock issued by 


domestic corporations is registered in the name of a 
domestic partnership as nominee but is actually owned by 
nonresident aliens, the nominee is required to withhold 
income tax at the rate of 10 per cent in accordance with 
Section 143(b) of the Revenue Act of 1936, when making 
payments of dividends on and after July 2, 1936, through 
its London office —I. T. 2997, X V-33-8242 (p. 2). 
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Suggestions for Reducing Income 


Tax Liability 


(Continued from page 580) 


will not be allowed unless it is shown to the satis 
faction of the Commissioner that such credit con- 
stituted payment of the dividend to the shareholder 
within the taxable year. Hence it is likely that, in 
most instances, dividends to be allowed against the 
undistributed profits tax must be actually paid and 
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not merely credited. The amount of dividends to 
be paid is wholly within the discretion of the tax- 


payer, however, and to that extent he may control 
the amount of his taxes. 


HILE the foregoing treatise is intended to be 

helpful and accurate as far as it goes, it shoul: 
not be regarded as complete. Limitations of space 
and of the reader’s time make it necessary to exclude 
many interesting topics, and to touch lightly on most 
of the subjects discussed. In closing, it may be well 
to repeat, by way of emphasis, that circumstances 
vary in different situations and that each case calls 
for individual study in the light of the specific facts 
surrounding it. Canstructive application of ideas for 
saving taxes is, therefore, above all else, an individ 
ual problem in every case. 


International Double 
A. B. A. Report 


(Continued from page 612) 


Taxation— 


To protect the French treaty from nullification by contra 
dictory provisions in the Revenue Act, a provision was 
inserted in Section 22(b)(7) which excludes from gross 
income “Income exempt under treaty.—Income of any 
kind, to the extent required by any treaty obligation of the 
United States.” The phrase “income of any kind” obvi- 
ously covers the various kinds exempted on a reciprocal 
basis under the Franco-American treaty, e. g., patent and 
copyright royalties, and could include other kinds, e. g., 
dividends and interest. The phrase “to the extent required 
by any treaty obligation” would cover a total exemption as 
was provided in the Franco-American treaty for royalties, 
or a partial exemption as to rate, as is intended by the 
authorization for treaties with Canada and Mexico. Obvi- 
ously, this provision may be regarded as broad enough to 
authorize future treaties to prevent international double 
taxation with regard to any or all items of income. 


The Revenue Act contains in Section 103 a provision 
authorizing the President to double the rate of American 
tax, within certain limitations, upon the citizens and cor 
porations of foreign countries which impose upon United 
States citizens and corporations discriminatory or extra- 
territorial taxes. In view of the latitude in the exercise 
of fiscal sovereignty which has been recognized as belong- 
ing to the United States by the Supreme Court, Burnet z 
jrooks, 288 U. S. 378 (1933), and that exercised by various 
foreign countries, it is obvious that the best method for the 
United States to follow in obtaining from other countries 
renunciation of what it might consider unfair practices in 
taxation, and in reducing the cumulation of taxes upon 
its citizens and corporations trading or investing abroad, 
is the negotiation of treaties. If there are any doubts as to 
the power of the Executive Department to negotiate treaties 
affecting tax laws, which are primarily within the province 
of the lower House, they should be removed by the broad 
language of Section 22(b)(7). Through this provision and 
Section 103, it would seem that the Executive has not only 
the recognized authority to negotiate tax treaties, but also 


a certain amount of bargaining power when dealing with for- 


eign discriminatory or extraterritorial taxes. In fact, the 
provision for treaties with Canada and Mexico is almost 
inandatory in tone. 

Consequently, your Committee on International Double 
faxation heartily endorses the resolution proposed by this 
Section in favor of the conclusion of treaties to reduce in 
ternational double taxation 


MitcHe tr B. Carrow, Chairman. 
FRANCIS COLT DE WOLF, 

Austin T. Foster, 

ROsweLt MAGILL. 
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Court Decisions 
(Continued from page 616) 


expenditure, and was not deductible as a loss in 1929 as 
the result of the consolidation later in the year of plain- 
tiff corporation with two other corporations, on the au- 
thority of American Loan Co. v. Handy.—U. S. District 
Court, District of Delaware, in Beneficial Industrial Loan 
Corporation, a Corporation of the State of Delaware (now 
dissolved) v. IVallace S. Handy, Collector of Internal Rev- 
enue for the District of Delaware. No. 2. June term, 1932. 


Credit of Tax Overpayment in One Year Against Tax 
Deficiency in Another.—Where a stipulation filed in good 
order with the Board in 1928, cites a deficiency and over- 
payments, and embodies the petitioner’s request for im- 
mediate assessment and collection of the deficiency, the 
Commissioner's application of the 1918 overpayment of 
$29,032.06 as a credit against the 1917 deficiency of $26,759.41 
is not estopped by the running of the statute of limita- 
tions. —U. S. District Court, Middle Dist. of Penn., in 
The A. S. Kreider Company v. United States of America. 
No. 2926. January term, 1932. 


Deductions for Unamortized Discount and Expenses of 
Bond Issue on Consolidated Returns.—Thie issue involved 
in this case is whether unamortized bond discount and 
expense were deductible in 1928, 1929, and 1930 consoli- 
dated returns filed by the petitioner where there had been 
reorganizations, consolidations, and mergers after the issu- 
ance of the bonds. The Court holds as follows: 

(1) Unamortized bond discount and expense are not 
deductible after a reorganization in which no gain or loss 
is to be recognized under Section 203 (b) (4) of the 1924 
and 1926 Acts. “While it might be more satisfactory to 
carry forward through the successor corporation actual 
unamortized losses incurred by the predecessor, we can 
find no warrant for this in the statute, regulations, or de- 
cisions of the courts.” 

(2) Unamortized bond discount and expense incurred 
by one corporation were deductible in 1928, 1929, and 1930 
by a corporation into which the bond-issuing corporation 
had been merged, the identity of the transferor corpo- 
ration having been essentially preserved. 

Circuit Judge IL. Hand filed a dissenting opinion as to 
the first part of the majority’s decision—U. S. Circuit 
Court of Appeals, Second Circuit, in American Gas & Elec- 
tric Company and Subsidiary Companies v. Commissioner of 
Internal Revenue. 

Affirming as to (1) but reversing as to (2) Board of 
Tax Appeals decision, 33 BTA 471. 


Deductions from Gross Income: Expense in Connection 
with Issuance of Securities—Where 15-year bonds issued 
in 1920 hy a taxpayer on the cash basis were retired in 
1923, and a new loan was made to retire the bonds, the 
unamortized discount was deductible in 1923, as well as 
expenses and additional interest, and the expenses in- 
curred in obtaining the money to retire the bonds, such 
as commissions, legal fees, and title insurance. Inasmuch 
as the deductions mentioned resulted in a net loss ex- 
ceeding 1924 and 1925 taxable income, no tax was due 
for 1925. 

The opinion holds that Helvering v7. Union Public Service 
Co., 75 Fed. (2d) 723, 724; Chicago, Rock Island & Pacific 
R. R. Co. v. Commissioner, 47 Fed. (2d) 990, certiorari de- 
nied, 284 U. S. 618, and Great Il’estern Power Co. v. Com- 
misstoner of Calif., 56 S. Ct. 576, are distinguishable on 
the ground that all the transactions therein considered 
involved only the substitution or exchange of one issue 
of securities for another.—U. S. District Court, Southern 
Dist. of New York, in Madison Avenue Offices, Inc. v. Charles 
ll”. Anderson, United States Collector of Internal Revenue for 
the Third District of New York. 1.. 56-18. 

Estate Tax.—(1) Value of securities (representing 60 
per cent of his total wealth) transferred in trust by the 
lecedent on November 24, 1930, was not part of his gross 
estate at the time of his death, on February 11, 1933, 
subsequent to the date of enactment of the 1932 Act, where 
the trust was irrevocable but the income was to be paid 
to the decedent during his life. Section 803 of the 1932 
\ct providing that such a transfer shall be part of gross 
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estate can not be given retroactive effect, following Helver- 
ing v. Helmholz, 296 U. S. 93. Nor was the transfer to be 
considered as one made “in contemplation of death” where 
the evidence shows that although the decedent was 73 
years old at the time of the transfer, he was healthy, and 
that his motive was to have a substantial part of his 
property under the management of others in order that 
he and his family would be protected in case he became 
physically or mentally incapable. 

(2) Amount paid by the decedent’s executors in com- 
promise of an action brought against them on account 
of alleged acts of misfeasance and nonfeasance of the 
decedent as director of a national bank is deductible from 
his gross estate, such payment having been authorized 
by the probate court, and therefore coming under Article 
30 of Regulations 80 relative to the effect of a court decree. 
Also deductible is the amount necessary to meet an assess- 
ment upon shares of national bank stock held by the 
decedent at the time of his death, and legal expenses 
incurred in connection with the suit and with proceedings 
in the probate court relative to said assessment, and other 
legal expenses incurred by the estate in connection with 
the settlement of the estate-tax liability—U. S. District 
Court, Dist. of Mass., in Jerome C. Smith et al. v. United 
States of America. Law No. 6432. 


On reargument it is held that where decedent at date 
of death in 1927 owned stocks in closely held holding 
corporations, the use of the mean between the highest 
and lowest quoted selling prices of listed stocks owned 
by the corporations was not allowable as the basis for 
determining the value of the stock owned by decedent. 
Said the Court: “Such stock must be based upon the 
company’s worth, its earning and dividend-paying capacity, 
and all other factors which have a bearing upon the stock, 
one of which might be the mean value of the selling price 
on a particular day of the stock which it owns.” Citing 
Helvering v. Taylor, 293 U. S. 507.—U. S. Circuit Court of 
Appeals, Third Circuit, in Mary A. B. duPont Laird, Walter 
J. Laird, and Philip D. Laird, Executors of the Estate of 
IVilliam Winder Laird, v. Commissioner of Internal Revenue. 
No. 5520. March term, 1935. 


Reversing on this issue a prior decision of the same 
court and also reversing on this issue the decision of the 
Board of Tax Appeals, 29 BTA 196. 


Excise Tax on Sales.—Plaintiff, at all times since August, 
1929, has wholly owned two subsidiary sales corporations 
to which it has sold practically its entire production of 
cosmetics and toilet preparations at cost plus 1% per 
cent, plus 10 per cent, plus excise tax, which total was 
about the» same, though often slightly more, than the 
plaintiff charged some foreign corporations which owned 
no stock in the plaintiff corporation. The wholly owned 
subsidiaries resold to the trade the products at higher 
prices, made possible by the well-known and valuable 
trade names owned and controlled exclusively by the plain- 
tiff. The Court sustains the Commissioner in the appli- 
cation of Section 619 (b) (3) of the 1932 Act under which 
he holds that the sales to the sales corporations were not 
only not arm’s length transactions, but were justifiably 
found to be “at less than the fair market price”; and that 
the tax should be computed on the amount which the 
Commissioner determined to be “the price at which such 
articles were sold in the ordinary course of trade by the 
manufacturers or producers thereof.”—U. S. Circuit Court 
of Appeals, Second Circuit, in Bourjois, Inc. v. George T. 
McGowan, Individually and as Collector of Internal Revenue. 


Decision of District Court, West. Dist. of New York, 
affirmed. 


Excise Tax on Toilet Preparations.—Bottled prepara- 
tion, widely recognized as a standard and powerful anti- 
septic, and labeled on the face of the bottle as being a 
“powerful nonpoisonous antiseptic for open wounds,” etc., 
was not taxable as a toilet preparation under Section 603 
of the 1932 Act merely because the back face of the bottle 
contained directions for use as mouth wash, nasal spray, 
dental uses, etc. The manufacturer’s catalogue shows that 
“where this solution is used as a tooth paste it is put, as 
such toilet articles are, in a collapsible tube.”—U. S. Cir- 
cuit Court of Appeals, Third Circuit, in Sharp & Dohme, 
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Ine. uv. Albert H. Ladner, Jr., Collector of Internal Revenue. 
Oct. term, 1935. No. 5917. 


Decision of District Court, East. Dist. of Penn., reversed. 


Good Will: Valuation as Basis for Invested Capital of 
Corporation.—Value of good will acquired by a corpora- 
tion from a partnership for $1,500,000 cash is limited, 
under Section 331 of the 1918 Act, to the cost to the part- 
nership, for invested capital purposes. Since the cost to 
the partnership can not be determined, the good will hav- 
ing been built up over a long term of years, Commis- 
sioner’s exclusion of the item is approved.—uU. S. District 
Court, Dist. of Mass., in Bird & Son, Inc. v. Thomas Il’. 


. 


IVhite, Collector of Internal Revenue. Law No. 4596. 


Income from Sources Within the United States —Wherce 
title to oil passed from seller to buyer at a foreign port 
where the oil was delivered under f. 0. b. and c. i. f. con- 
tracts of sale, the income arising from such sales without 
the United States was not taxable to a foreign corpora- 
tion in 1919, 1920, and 1921, although the contracts of 
sale and the payments under them were made in this 
country. “The property sold was produced in Mexico. 
The contracts provided for firm sales. No profit resulted 
from the mere execution of the contracts. The oil was 
delivered to the buyer in Mexico. The title passed to 
the buyer in Mexico. When title passed the profit was 
earned in Mexico. Collection of the price in the United 
States was incidental and did not earn the profit.’ Nor 
was the fact material that the contracts of sale provided 
that inspection and gauging of the oil should be done at 
the point of consignment, which was in the United States. 
—U. S. Circuit Court of Appeals, Fifth Circuit, in Com- 
misstoner of Internal Revenue v. East Coast Oil Company, 
S. A. No. 7829. 

Decision of Board of Tax Appeals, 31 BTA 558, affirmed. 


Installment Basis of Reporting Income from Sales—In- 
terest on Tax Deficiencies——Taxpayer, engaged in the 
furniture business, reported income from installment sales 
on the accrual basis for the years 1913 to 1917 and elected 
to file on the installment basis for 1918 to 1921. It is 
held that income for the year of the change, and for suc- 
ceeding years, should include gross profit on all collec- 
tions, regardless of the fact that the entire profit had 
been previously accrued on such sales as were reported 
in prior years. Deficiencies having been paid in February, 
1928, on this basis, refund is prohibited by Section 705 of 
the 1928 Act. 

Payment of interest upon a deficiency tax is required 
where there has been notice and demand for nonpayment 
of tax, or, where there has been an abatement proceeding 
instituted to avoid payment of tax duly assessed.—U. S. 
Circuit Court of Appeals, Ninth Circuit, in Jackson Fur- 
niture Company, a Corporation, v. John P. McLaughlin, Col- 
lector of Internal Revenue. No. 8077. 

Div., affirmed. 


Decision of U. S. District Court, No. Dist. of Calif., So. 

Where an installment obligation originates in 1927, and 
the owner corporation voluntarily dissolves on March 28, 
1928, the remaining unreported profit of the installment 
obligation, received subsequent to dissolution, but prior 
to enactment of Section 44(d) of the 1928 Act, is taxable 
to the corporation in liquidation and not to the stock- 
holders. Such retroactive application of Section 44(d) is 
constitutional.—Supreme Court of the District of Columbia 
in George M. McLeod and Reese McLeod as Receivers for 
the Estate and Effects of the McLeod Cut Stone Company, 
Inc. (dissolved), v. United States of America. Law No. 
81,115. 

Inventory of Securities—Capital Net Gain.—Petitioner 
and the partnership formed by him and two others on 
March 19, 1929, were “dealers in securities’ and entitled 
to inventory such securities in computing net income for 
1929 so far as concerns five different stocks in which they 
were “specialists” on the New York Stock Exchange. As 
specialists they were required to have on hand a supply 
of the said five stocks so as to round out orders in cases 
where the bid and asked prices did not match, and to 
make deliveries where they were selling stocks to main- 
tain a market. As to other securities which were held 
and traded in in relatively small quantities, and had no 
necessary connection with their business except for specu- 
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lation, the Court holds that these were not subject to 
inventorying. Moreover, as to the stocks in which peti- 
tioner traded as a specialist he was a “dealer” therein only 
up to March 19, 1929. 

Profits on the sale of certain stock which the petitioner 
had inherited and which he had held for more than two 
years and kept apart from his business represented capital 
net gain taxable at 12% per cent under Section 101 of 
the 1928 Act.—U. S. Circuit Court of Appeals, Second 
Circuit, in William W. Vaughan v. Commissioner of Internal 
Revenue; Commissioner of Internal Revenue v. William II’. 
Vaughan. 

Affirming in part and reversing in part as to first issue 
and affirming as to second issue Board of Tax Appeals 
decision, 31 BTA 548. 


Items Not Deductible in Computing Taxable Income. 
Expenses of sale of additional stock, including legal fees, 
commissions, €tc., incurred by a corporation in 1929 arc 
not deductible as a loss in that year, when the corpora- 
tion and another corporation were consolidated with a 
third corporation. ‘There is no authority to the effect 
that expenses of the type in question are deductible on 
dissolution. * * * In fact, plaintiff was taken over as 
a living organization. All its * * * property vested in 
the consolidated company. There was nothing lost.”— 
U. S. District Court, District of Delaware, in American 
Loan Company, a Corporation of the State of Delaware, (now 
dissolved) v. Wallace S. Handy, Collector of Internal Rew 
enue for the District of Delaware. No.1. June term, 1932. 


Liability in Case of Tax Payment by an Insolvent Bank. 
—Where payment of tax was made by check, certified by 
a bank which became insolvent during the bank mora 
torium of 1933, and before payment of the check, thi 
bank is primarily liable on the check, and the taxpayer 
who, being secondarily liable was required to pay the 
full amount, became subrogated to the rights and liens 
existing in favor of the United States and acquired a se- 
cured and preferred claim against the bank and the liqui- 
dator thereof in the amount of the check plus interest at 
no higher rate than the prevailing rate allowed upon 
savings bank deposits.—U. S. District Court, East. Dist. 
of So. Carolina, in The American Tobacco Company v. South 
Carolina National Bank. 


Losses.—Loss sustained because of inability to collect 
on notes is not a capital loss under the 1928 Act, the 
losses allowable as capital losses being confined to those 
resulting from sale or exchange of capital assets. Peti- 
tioners in 1925 sold an orange grove on a deferred-payment 
basis, taking notes for $40,000. Upon maturity in 1927, 
the maker refused to pay, suit was brought, and prior to 
judgment, settlement was agreed upon in 1929, resulting 
in a loss to each petitioner. Petitioners claimed the loss 
as a “capital loss.’ The Commissioner conceded its de- 
ductibility as a loss arising from a bad debt. The Court 
holds that the petitioners did not sell the mortgage notes, 
but merely effected a compromise settlement, and con- 
sequently an essential condition (a sale or exchange) ex- 
pressly required by statute for the deduction of a capital 
loss had not been met, and no capital loss had been sus- 
tained —U. S. Court of Appeals for the District of Co- 
lumbia in R. IV’. Hale v. Guy T. Helvering, Commissioner of 
Internal Revenue. No. 6608. 

Decision of Board of Tax Appeals, 32 BTA 356, affirmed. 


On the evidence, the court holds that certain national 
bank stock became worthless in 1932, so that its cost o1 
other basis was deductible in that year. Between May 3 
and December 31, 1932, market quotations ran between 10 
cents and $1.50 per share, and since December 31, 1932, 
it has never been quoted above 40 cents a share and after 
May 3, 1932, it was impossible to sell the stock at any 
price unless under a plan that did not involve the statu- 
tory liability of a holder of national bank stock. Expert 
testimony was offered that the bank became insolvent in 
1932. The bank went into voluntary liquidation in June, 
1932, the ultimate result being a deficiency of more than 
$8,000,000, stockholders being assessed the full par value 
of their shares.—U. S. District Court, Dist. of Mass., in 
Jerome C. Smith et al. v. United States of America; Dale 


M. Spark et al. v. United States of America. Law Nos. 6433, 
6587. 
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Net Loss—Deduction by Successor to Corporation Orig- 
inally Sustaining the Loss.—Net losses sustained in 1928 
and 1929 by a corporation while operating under a Dela- 
ware charter are not deductible by its successor operating 
under a Pennsylvania charter. Petitioner is a Pennsyl- 
yania corporation, chartered January 20, 1930. It is the 
domestication under the laws of the Commonwealth of 
Pennsylvania of a corporation by the same name char- 
tered by the State of Delaware August 31, 1921. The Dela- 
ware corporation had net losses for the years 1928 and 
1929 which the petitioner seeks to deduct from gross in- 
come in computing its tax liability of 1930. The Court 
holds that the net losses of the Delaware corporation are 
not legal deductions from the income of the petitioner 
for 1930, it being a new corporation, the Delaware corpo- 
ration having ceased to exist, pursuant to judicially inter- 
preted Pennsylvania law. Nor is this a case where the 
corporate entities are to be ignored.—U. S. Circuit Court 
of Appeals, Third Circuit, in General Finance Company of 
Philadelphia, Pennsylvania, v. Commissioner of Internal Rev- 
enue. No. 6016. March term, 1936. 


Processing Tax on Oils.—Upon the evidence, the Court 
reverses the trial court’s action granting a preliminary 
injunction against collection of the tax, because the plain- 
tiff discloses no special or extraordinary circumstances to 
warrant injunctive relief, and because plaintiff is found 
to have adequate remedy at law. The Court further holds 
“this being true it is neither necessary nor appropriate 
on this appeal to discuss the constitutionality of the taxing 
statute.” District Judge Dewey dissents.—U. S. Circuit 
Court of Appeals, Eighth Circuit, in Charles D. Huston, 
Individually and as Collector of Internal Revenue for the 
District of Iowa, v. Iowa Soap Company, a Corporation. No. 
10,606. May term, 1936. 


Decision of District Court, 13 Fed. Supp. 517, reversed. 





The District Court's action granting a preliminary in- 
junction against the collection of the tax is reversed 
because no special nor exceptional and extraordinary cir- 
cumstances are presented to warrant such injunction, and 
because the “plaintiff's remedy at law is in every way ade- 
quate.” As in Huston v. Iowa Soap Co. [preceding], the 
constitutionality of the taxing statute is not considered. 
District Judge Dewey dissents.—U. S. Circuit Court of 
Appeals, Eighth Circuit, in George W. O’Malley, Individu- 
ally, and as Collector of Internal Revenue for the District of 
Nebraska, et al. v. Haskins Bros. & Co., a Corporation. No. 
10,655. May term, 1936. 


Recognition of Gain or Loss.—A bank, empowered to 
engage in the real estate business, purchased property 
at a mortgage foreclosure in 1927, subsequently completed 
construction, incurred operating losses, and on March 31, 
1929, had a total investment on its books of $353,144.33, 
subject to a mortgage of $100,000.00. The property was 
then exchanged for vacant property of a book value of 
$100,000, but of an appraised value of $25,000 (subsequently 
declined as of September, 1931, to an appraised value of 
$7,500.00). It is held that by virtue of these transactions 
the book loss became an actual loss in the amount of 
$228,144.33, which amount far exceeded the net income 
reported during the year ended March 31, 1929. The 
income tax paid was not in fact due under the 1928 Act, 
and the bank is entitled to a refund of the tax paid.— 
U. S. District Court, East. Dist. of Penn., in Luther A. 
Harr, Secretary of Banking of the Commonwealth of Penn- 
sylvania, Successor to William D. Gordon, Former Secretary 
of Banking of the Commonwealth of Pennsylvania in Pos- 
session of the Merion Title & Trust Company, v. Virginia 
E. MacLaughlin, Administratrix of the Estate of Joseph S. 
VacLaughlin, Deceased. June term, 1932. No. 17,090. 


Recovery of Tobacco Control Act Taxes.—Tax imposed 
by the Kerr-Smith Tobacco Act (Tobacco Control Act) 
was unconstitutional, on the authority of U. S. v. Butler, 
297 U. S. 1, 88, and Rickert Rice Mills, Inc., v. Fontenot, 
297 U. S. 110, 113, and plaintiff is entitled to recover tax paid 
by him.—U. S. District Court, West. Dist. of Kentucky, in 
C. H. Smith v. Selden R. Glenn, Individually and as Collector 
a — Revenue for the Collector’s District of Kentucky. 
NO. :. 
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Refunds and Credits—Where a subsidiary, for which 
consolidated returns for 1921 and 1923 were filed, is held 
not to have been affiliated, deficiency due from it for 1921 
and 1923 may not be deducted, by the Commissioner from 
overassessment due parent corporation for those years. 
In the absence of affiliation, the proper tax liability of 
each corporation must be determined separately. Dis- 
senting opinion filed—U. S. Circuit Court of Appeals, 
Third Circuit, in Charles Dorrance and C. Reynolds Bedford, 
Receivers of the Temple Coal Company, v. David W. Phillips, 
Collector of Internal Revenue. No. 5804. Oct. term, 1935. 

Decision of District Court, 9 Fed. Supp. 108, reversed. 


Statute of Limitations.—Claim for taxes alleged to have 
been erroneously and illegally assessed and collected in 
1926 was allowed in part and disallowed in part in 1929. 
Action for recovery, begun in 1932, was barred by the 
statute of limitations because, as provided in Section 3226 
R. S. as amended ‘by the 1932 Act, the suit was neither 
filed within five years from the date of payment of the 
tax nor within two years after the disallowance of a part 
of such claim to which the suit relates—U. S. District 
Court, Middle Dist. of Penn., in The A. S. Kreider Com- 
pany v. United States of America. No. 2927. January term, 
1932. 


Tax Liens: Enforcement by Distraint.—Where a Massa- 
chusetts life insurance company has a paid-up policy on 
the life of an Ohio resident, which policy permits the 
insured to change the beneficiaries, to borrow money on 
the policy, and to receive the cash-surrender value, and 
where the company has been served with a notice of 
levy and warrant of distress, in an attempt to collect 
taxes said to be due from the insured to the United States, 
Massachusetts District Court refuses to quash the warrant 
or enjoin the Collector. Under Ohio law the insured 
under the instant policy has certain rights, in the nature 
of property rights, which may be levied upon under Sec- 
tion 3188 R. S.—U. S. Dist. Court, Dist. of Mass., in The 
Columbian National Life Insurance Company v. W. M. Welch, 
Collector of Internal Revenue. Equity No. 4304. 





Income Tax as a 
Factor in Determining the Form of 
Business Organization 


(Continued from page 582) 


be almost 60 per cent and the actual income to the 
owners would be approximately 4% per cent per 
annum on their investment. 


If not allowing losses to be carried forward and 
the limitation of $2,000 on capital losses is to con- 
tinue in subsequent Federal revenue acts then it 
appears probable that business will have to give the 
matter of income tax liability first consideration and 
that changes will occur both in the form of business 
organization used and the method of investing cap- 
ital funds. 





Significant Decisions of the 
Board of Tax Appeals 


(Continued from page 621) 


Deductions from Gross Income: Interest on Estate Tax 
Deficiency by Administrator Beneficiaries.—Petitioners, on 
a cash basis, administrators of an estate until the distribu- 
tion of its assets to them as sole beneficiaries thereof and 
their final discharge by court order in December 1923, 
were sued by the United States “individually, and as ad- 
ministrators of the will annexed of the Estate” in 1927, for 
a deficiency in estate tax against the estate. In 1931 they 
satisfied the judgment rendered in that action, for the 
amount of the deficiency, together with interest at the rate 
of 6 per cent per annum from January 23, 1922. It is held 
that the estate tax deficiency became the debt of the peti- 
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tioners, on this record, when and not before, they received 
the assets of the estate. The interest for the period preced- 
ing that receipt of assets was not deductible, and the 
interest for the period subsequent thereto was deductible 
by petitioners within Section 23 of the 1928 Act.—Harvey 
M. Toy v. Commissioner; Mabelle T. Lucas v. Commissioner, 


Dec. 9455 [CCH]; Docket No. 72932, 72933. 


Van Fossan dissents, without written opinion. Morrts 
dissents, with opinion that the total interest paid by the 
petitioners is deductible in accordance with nature of peti- 
tioners’ liability under section 3467 of the Revised Statutes. 
Black and McMahon agree with this dissent. Mellott dis- 
sents, with opinion to the effect that no interest was de- 
ductible by the beneficiaries inasmuch as the tax was a tax 
against the estate and the interest was “added as part of 
the tax.” 


Estate Tax.—Deccedent, in 1921, created a trust, reserving 
the power to “amend” in conjunction with the “trustees.” 
She died in 1933. It is held that the said transfers come 
within the provisions of section 302 (d) of the Revenue 
Act of 1926 and should be included in decedent’s gross 
estate. [From the opinion:] “On the date of decedent's 
death, by reason of the reservation retained in clause 
twelve, the enjoyment of the trust was subject to change 
through the exercise of a power to amend by the decedent 
in conjunction with the trustees. * * * The mere fact 
that the trust in question was created prior to the approval 
of the Act of 1924 is no ground for holding subdivision (d) 
not applicable.” Jl itherbee v. Com., 70 Fed. (2d) 696, 
followed.—Boston Safe Deposit and Trust Company and 
Charles Cobb IValker, Executors of the IVill of Louise Cobb 
IV’alker v. Commissioner, Dec. 9456 [CCH]; Docket No. 
79144. 


Losses.—(1) In 1930, Corporation A sued to recover 
from Corporation B, the $40,000 it had paid towards the 
cost of a cloth-making machine. Suit was dismissed for 
lack of prosecution in 1931. Thereafter, attempts were 
made by the management of both corporations to salvage 
some of Corporation A’s investment. The last conference 
pertaining thereto was held in 1932 at which time Corpora- 
tion B informed Corporation A that payment of any kind 
was no longer considered possible because of its then bad 
financial condition. Corporation A thereupon abandoned 
all hope of effecting a recovery on this, its principal asset, 
and so notified its stockholders. Upon the facts, it is 
held that the date of definite failure of negotiations, and 
not the date of dismissal of suit, is the identifiable event 
which fixed with reasonable certainty the fact of loss. 

(2) In 1930, Corporation A acquired all the assets of 
Corporation C in exchange for shares of A’s capital stock, 
which stock was thereupon distributed pro rata among 
the stockholders of C. It is held that although the plan 
of reorganization was not evidenced by a formal written 
document, the circumstances indicate that the various 
steps taken in 1930 were pursuant to a definite plan of 
reorganization, and that the basis for computing the losses 
of stockholders of Corporation A is the cost to them of 
their stock in Corporation C. 

(3) A debt, in order to be deductible, must not only be 
ascertained to be worthless, but also must be charged off 
within the taxable year. Petitioner ascertained a debt to 
be worthless in 1932 when the proceeds of a receiver's sale 
of assets were insufficient to pay him. As he kept no books, 
he could not charge off the debt in the ordinary way, but 
inasmuch as he claimed such deduction on his 1932 return, 
it is held that such worthless debt deduction is allowable. 
—IVilliam H. Redfield v. Commissioner; James D. Biggs 7. 
Commissioner; George F. Green v. Commissioner, Dec. 9468 


[CCH]; Docket Nos. 78860, 79122, 79321. 


Losses: When Stock Loss Is Deductible—The cost of 
shares, purchased in 1928, which became worthless in 1930, 
may not be deducted as a loss in 1933, when a final appel- 
late court decision held that a person other than the seller 
was not liable for traud in making certain statements upon 
which the purchasers claimed to have relied when buying 
the shares. “A deduction for a loss of investment in 
worthless shares of stock is available when the shares be- 
come worthless; and when such worthlessness is reason- 
ably demonstrable in one year, the deduction may not be 
postponed to a later vear.”—H. Stanley Hinrichs v. Commis- 


stoner, Dec. 9449 [CCH]; Docket No. 80700. 
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Loss upon Foreclosure of Real Estate Mortgage in Cali- 
fornia.—Mortgagor of real estate in California, upon fore- 
closure sale in 1931 thereunder, sustains a deductible loss, 
only if and when the mortgaged property is unredeemed 
at the expiration of the 12-month period during which such 
property can be redeemed. California Code of Civil Proce- 
dure. The controlling fact is that neither is the sale abso- 
lute nor the transaction closed until the expiration of the 
right of the original owners to redeem the property. “Until 
the end of that period, they retained and owned that sub- 
stantial right in the property. The property was not lost 
until that right was lost.’”—J. C. Hawkins v. Commissioner; 
J. M. Faison v. Commissioner; Mayme Hawkins v. Commis- 


« 


stoner, Dec. 9457 [CCH]; Docket Nos. 81323-81325. 


Ordinary Loss Distinguished from Capital Loss—Meas- 
ure of Deductions for Charitable Gifts: 


Ordinary Loss v. Capital Loss under 1928 Act 


(1) The petitioner, on October 30, 1931, had owned for 
more than two years a certain number of shares of a par- 
ticular stock. He sold these shares at a loss on that day 
and purchased on November 19, 1931, the same number of 
shares of the same kind of stock, thus precluding a deduc- 
tion for the loss. On November 27, 1931, he sold these 
shares at a loss. It is held that the loss sustained on the 
last sale, as computed under section 113(a)(11), 1928 Act, 
was an ordinary loss and not a capital loss. The shares 
sold on November 27 should not be treated as the shares 
purchased more than two years earlier or as taking the 
place of such shares, but as an entirely separate transac 
tion, and are squarely within the statutory definition of 
“ordinary deduction” found in section 101(c)(4) 1928 Act. 


Measure of Deduction for Charitable Gifts 
(2) For the purpose of computing deductions for char 
itable gifts within the 15 per cent limitation of section 
23(n), Revenue Act of 1928, the proper measure is “net 
income,” which means gross income less deductions for 
capital net losses as well as ordinary deductions. Cf. Hel 
vering v. Bliss, 293 U. S. 144—Howard Heins v. Commis- 
stoner, Dec. 9458 [CCH]; Docket Nos. 79059, 79450. 
Arundell dissents on the first issue, with written opinion 
that inasmuch as here we have at all times the same tax- 
payer, the periods of holding by the taxpaver should be 
added together in order to determine whether property is 
a capital asset. /Jlelvering v7. New York Trust Co. v. Trustee, 
292 U. S. 455. Murdock agrees with this dissent. 


Partnership Distinguished from Association.—Thie peti- 
tioner, Darol Trading Account, composed of Walter D. 
Ebbitt, Marie Girard, and First Chrold Corporation, was 
formed as the result of an option agreement, dated August 
22, 1932, addressed to E. F. Hutton & Co., 61 Broadway, 
New York City, by which said Marie Girard gave to said 
Hutton & Co., or its assigns, an option to purchase from 
her 25,000 shares of the common capital stock of McKesson 
& Robbins, Inc., at $4 a share, it being agreed, as part of 
the consideration therefor, that she should receive 25 per 
cent of the profits ‘of the syndicate formed to operate 
against” that portion, after the deduction of expenses, it 
being specifically provided “that the other members of the 
syndicate are to assume 100 per cent of the losses” and 
that she should be held “free from any liability.” Th« 
foregoing venture was limited in its operation to trading 
in McKesson & Robbins, Inc., securities, its duration being 
limited to September 22, 1932. Actually, it terminated on 
September 16, 1932. During existence of the account 35,700 
shares were purchased, at a cost of $169,190, and 11 days 
were consumed in such purchases; 35,700 shares were sold 
for $182,966.50 and 13 days were consumed in accomplish- 
ing such sales. No reports, except final, were rendered to 
the participants. There was no agreement, as such, be- 
tween the participants, other than the option communica- 
tion of August 22, 1932. There were no meetings of 
participants, no beneficial ownership certificates were issued, 
there were no officers or directors, no by-laws, no minutes 
and no seal. The purpose of the account was for division 
of the risk involved —Darol Trading Account v. Comits- 
sioner. Dec. 9452 [CCH]; Docket No. 81519. 

Period in Which Items of Gross Income Are Included. 
—QOn the facts, the sale of new stock was a completed 
transaction where the stock of a bank was increased in 
number of shares and reduced in par value, and the bank 
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sold such new shares on behalf of some of the stock- 
holders. It is held that the bank in selling such stock was 
acting in the capacity of agent for the stockholders and 
that the decedent, being one of such stockholders and the 
active head of said stock sales, derived taxable income 
from all the sales of his stock made prior to his death, the 
proceeds thercof being available to him at all times and 
most of the proceeds having been paid out in discharge of 
his personal indebtedness prior to his death—Campbell 
Kelleher, Executor Estate of Daniel Kelleher, Deceased @ 
Commissioner, Dec. 9459 [CCH]; Docket No. 65998. 


Leech dissents, with opinion to the effect that sale of the 
stock in question was not complete at the time of death 
of decedent. Black agrees with this dissent. 


Reorganization — Fraud. — (1) No exchange of stocks 
was effected where a corporation, a party to a reorganiza- 
tion, was found not to have been intended as an “enduring 
firm’ and therefore should be disregarded as a separate 
and distinct taxable entity. The petitioner had an option 
to purchase Wesco stock. He organized two corporations. 
To one of them he assigned such option in exchange for 
its common stock and with funds paid by the petitioner 
for some of its preferred stock such company purchased 
the Wesco stock under the option. The petitioner turned 
over the common stock of the first corporation to the 
second corporation for its common stock. The first cor- 
poration dissolved and the petitioner, as preferred stock- 
holder, received in liquidation the Wesco stock, which he 
thereafter disposed of. The activity and the life of the 
first corporation was limited to the purpose of acquiring 
the Wesco stock and transferring it to the petitioner in 
exchange for its preferred stock to establish a cost basis 
that would reduce or eliminate all taxable gain. Upon 
the evidence, the first corporation, being a mere contri- 
vance, conduit, or transfer agent for petitioner, since, 
although such corporation was legally organized, it was 
immediately dissolved after it had served its single lim- 
ited purpose, and it being apparent that it was not intended 
at the outset to organize an enduring corporation to func- 
tion as a separate entity engaged in the business for which 
it was supposedly organized, it is held that the first corpo- 
ration has no being as a separate and distinct taxable 
entity, and that the said reorganization and exchange of 
securities is ineffectual. 

(2) Respondent has not sustained the burden of proving 
fraud placed upon him by statute (Sec. 907(a), as amended 
hy Sec. 601, 1928 Act) where the record merely discloses a 
sequence of transactions carried out in the acquisition and 
disposition of certain stock, each transaction being legal in 
itself, although planned and carried out with the purpose 
of avoiding taxes and there is no other evidence of fraudu- 
lent intent on the part of the petitioner to evade tax. 


(3) Penalty for negligence, but not for fraud, is asserted 
where income item of $42,500 was omitted by petitioner's 
confidential secretary and accountant. 


(4) No fraud or negligence penalties are asserted against 
petitioner's wife who filed a separate return on a commu- 
nity basis. Where petitioner’s wife, who did not partici- 
pate in any of the foregoing transactions, filed a separate 
return on a community basis, which return was prepared 
by the secretary of petitioner from data furnished by peti- 
tioner, and was, as to the community property, in sub- 
stance a duplicate of his return, it is held that the signing 
and filing of a separate return by a wife reporting her share 
of the community income is not sufficient evidence to 
justify the imposition of a fraud penalty or a negligence 
penalty, in the absence of knowledge of the receipt by her 
husband of the $42,500 or other evidence showing fraud 
with intent to evade taxes or negligence on her part and 
in the presence of evidence that different examinations of 
petitioner’s records, all of which were available, by revenue 
agents, failed to discover petitioner's receipt of such $42, 500, 
the burden of proving both fraud and negligence being 
upon the respondent.—Harold B. Franklin v. Commissioner ; 
Inna May Franklin v. Commissioner, Dec. 9462 [CCH]; 
Docket Nos. 66716, 66717. 

Black, Murdock, and Mellott dissent because they do not 
think the separate entity and the acts of said entity can be 
ignored. Tyson dissents with the majority opinion in so 
far as it fails to impose a negligence penalty on petitioner’s 
wife. He holds that regardless of whether the negligence 
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in omitting the item of $42,500 from her return was attrib- 
utable to either her husband (who managed and controlled 
the community property) or to his secretary, or to the 
joint negligence of both, such negligence was hers. 


Reorganization Under 1926 Act—Transferee Liability: 
Reorganisation Under 1926 Act 


Corporation A, with total stock of 7,540 shares of com- 
mon stock caused corporation B to be organized, and on 
December 18, 1925, transferred to the latter certain assets 
consisting of stocks of subsidiaries and a tract of coal 
land, in exchange for 6,100 shares of the common stock 
of B, which shares were distributed among the stockhold- 
ers of A on December 19. On December 31, 1925, A trans- 
ferred its remaining assets, consisting of mine, mining 
plant, and equipment, to corporation C in exchange for 
1,000 shares (25 per cent) of C’s capital stock. This mine 
of A adjoined the mines of C, and since December 31, 1925, 
these mines have been operated as one by C. On January 
22, 1926, B acquired all of A’s capital stock in exchange for 
the remaining 1,440 shares of its authorized stock and on 
the same date caused A to transfer to it the 1,000 shares 
of C’s stock in liquidation. B is still in existence and has 
been engaged in mining coal on the coal lands transferred 
to it. A did no business after December 31, 1925, and its 
certificate of dissolution was issued on August 5, 1926. 
After January 22, 1926, the individuals who had owned all 
of the capital stock of A owned in the same proportions 
all of the capital stock of B. It is held that the transaction 
between A and B constituted a reorganization within the 
meaning of Section 203(h)(1)(B) of the Revenue Act of 
1926, and after such transaction A had only the assets later 
transferred to C. It is held, further, that the transfer from 
A to C on December 31 was the acquisition by C of all 
the property of A and constituted a reorganization within 
the meaning of Section 203(h)(1)(A), upon which the tax- 
able gain was not recognized to A, under Section 203(b) (3). 


Transferee Liability 


Petitioners who were stockholders of A corporation 
were not transferees (under Section 280 of the 1926 Act) 
of the A corporation because of the transfer of A’s assets 
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to B for stock of B, which A distributed to its own stock- 
holders. B corporation is the only transferee, within the 
meaning of the statute——Elkhorn Coal Company et al.’ v. 
Commissioner, Dec. 9451 [CCH]; Docket Nos. 49064-49070. 


Murdock dissents, with opinion to effect that there was 
no reorganization, but that there were separate transfers 
in which substantially all the assets were not acquired by 
one company. Leech, Turner, Mellott, and Arnold agree 
with this dissent. 


Taxable Income.—Petitioner, an attorney, pursuant to a 
New York statute, was appointed counsel to the county 
clerk of Kings County, New York. He received an annual 
salary, and his duties, which were of a continuous and 
permanent nature, were prescribed by the county clerk. 
He was subject to call at any time and there was no limita- 
tion as to the amount of work he might be required to do. 
It is held that he was a State employee, and that the salary 
received by him was not subject to income tax.—//ector 


McGowan Curren v. Commissioner, Dec. 9464; Docket No. 
81826. 


Petitioner was appointed as counsel in the Department 
of Banking by the Attorney General of the Commonwealth 
of Pennsylvania. His duties were closely restricted and 
governed by the Attorney General. During a portion of 
his time he was free to engage in private practice, which 
he did, with a resultant income of $2,735.60 for 1932, and 
his salary, which had been fixed by the appointment at 
$3,000 per annum, was prescribed by the State banking 
statutes to be payable from the assets of the banks in 
liquidation. His compensation, not being paid by, nor a 
burden of, the State, but accruing from services rendered 
as counsel to the secretary of banking acting in a fiduciary 
capacity, petitioner is held not to be an employee of the 
State, and the amount so received is not exempt from 
Federal income tax.—Clarence M. Freedman v. Commis- 
sioner, Dec. 9465 [CCH]; Docket No. 79424. 


Compensation received in 1932 as counsel for the New 
York insurance department, but paid from the 
liquidated insurance companies, is not exempt. 

Petitioner was appointed by the superintendent of in- 
surance of New York to act as counsel in the liquidation 
bureau, a branch of the insurance department. He devoted 
over 90 per cent of his time during 1932 to legal problems 
and cases involving the companies in liquidation, some 
time to legal problems of the bureau as a whole, and the 
remainder to personal legal work, most of which was on 
matters commenced prior to his appointment and from 
which he received an income of $1,410, with office expenses 
of $570. It is held that his salary of $5,125, received in 
1932 from the New York State Insurance Department, but 
paid from funds of the insurance companies being liqui- 
dated, is income from private funds and not from State 
funds, and is therefore precluded from exemption.—FEdward 
McLoughlin v. Commissioner, Dee. 9467 [CCH]; Docket No. 
80484. 


Trust Income—Tax Liability—Under the 1928 Act, 
where the person to whom income of a trust is distrib- 
utable, is ascertained, but the distributability of that income. 
withheld during the tax year by the trustee on the ground 
that part or all of the amount withheld was corpus and 
not income, was contested, conclusively adjudicated in a 
later year as distributable income of the trust, and then 
paid to the beneficiary, such income is not taxable to the 
trust under section 161(a)(1), but is taxable to the bene- 
ficiary thereof for the year when distributable, whether or 


not it was then distributed, under sections 161(a)(2) and 
162(b). 


In good faith and solely to protect itself from having to 
pay two beneficiaries, the Commercial Trust Co. of New 
Jersey retained and declined to pay or credit to the bene- 
ficiary (reporting on the cash basis) the major portion of 
distributions of $612,000, which it had received in 1930 as 
trustee from the United Verde Copper Co., on the 
ground that such distributions, being made in part from 


assets of 





1 Proceedings of the following petitioners are consolidated herewith: 
William C. Atwater, Jr.; David H. Atwater; John J. Atwater; Margaret 
A. Olds; Lena C. Hutchins: and Charles P. Hutchins. 
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depletion reserves, should be retained and added to the 
capital of the trust in the proportion that such distribu- 
tions were made from the depletion reserve. On May 
31, 1933, petitioner obtained a judgment that she was 
entitled to the entire distributions above mentioned, un- 
der the trust agreement, regardless of whether they 
arose from profits or from depletion reserve, petitioner 
subsequently receiving the balance of the distributions. It 
is held that such income is not taxable to the trust, but is 
taxable to the petitioner for the year when distributable, 
whether or not it was then distributed, because petitioner's 
existence as beneficiary was always ascertainable, and be- 
cause petitioner possessed the right in 1930 to receive the 
contested income as currently distributable—Mary Clark 


— v. Commissioner, Dec. 9466 [CCH]; Docket No. 
75546. 


A Practical Philosophy of 
Tax Collection 


(Continued from page 597) 


revenue in every individual case, thereby producing 
a curious head-on effect to the disinterested onlooker. 


A tremendous opportunity for constructive public 
service at the hands of tax officials lies in a restate- 
ment of the law of income taxation. The fact is that 
the obligation of leadership in matters of this sort 
rests upon government officials. 


Briefly, the plan would be, first, to divide the tech- 
nical features of the tax statutes into their several 
parts, perhaps eight or ten; and then to select one 
man—or more—and assign to him one of these sub 
jects to the exclusion of all other work, for a year or 
two if necessary. Let him analyze and digest every 
known problem and decision within the scope of his 
topic, thus finally to produce a digested, indexed 
compendium of all known rulings, written or unwrit 
ten, published or unpublished. Let him prepare from 
that compendium a statement of rules, revoking 
where inconsistencies existed, and supplying new 
matter where gaps appeared. He could thus pro- 
duce, in publishable length, a complete, consistent 
set of rulings upon the topic, to be promulgated as 
an authoritative guide to executive decision on all 
cases thereafter. Then let him condense these rul- 
ings into brief provisions suitable for legislative 
enactment. 

In this manner could be produced by a single 
process (1) a basic income-tax statute of consistent 
provisions, based not upon individual oddities but 
upon careful digesting and re-digesting of the whole 
field of tax experience, (2) a consistent set of rulings 
for the information of taxpayers and the guidance of 
executive decision, and (3) a reservoir of individual 
problems as a background of research and as a light 
for scholarly inquiry. 

The statute thus prepared should be limited to 
technical provisions, and should be designed for per 
manent existence. Policy provisions should be omit- 
ted and placed in a separate statute, short and easil\ 
susceptible of change at Congressional pleasure. 
Thus there would be one rather long permanent 
statute containing the substantive structure of the 
income tax, and another short, current enactment, 
reflecting the Congressional desire with respect to 
tax policies. 

To me this is one of the two or three outstanding 
opportunities for public service available to Federal 
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tax authorities. Its completion would be a monu- 
ment to its author, a blessing to harrassed taxpayers, 
a comfort to a bewildered Congress, and a distinct 
contribution to democratic government. It is en- 
tirely practical and possible. 

In closing I wish to emphasize that nothing origi- 
nal is claimed for any of the suggestions presented. 
Many officials, both at Washington and elsewhere, 
hold the views I have expressed. The only excuse 
for their presentation here is that they are ideas 
which I have long held and have experimented with, 
both in the Federal Government and in that peculiar 
combination of state and municipal government 
which is the District of Columbia. I believe that 
these suggestions constitute a practical philosophy 
for the efficient collection of government revenue. 


Amendments of Regulations 


Admissions Tax 

ryv© GIVE effect to the provisions of Section 801 
| of the Revenue Act of 1936, effective at 9 p. m., 
I. S. T., June 22, 1936, Regulations 43, relating to the 
tax on admissions, is amended by Treasury Decision 
4( 76, X V-32-8240 (p. 38). 

1. There is inserted immediately preceding Article 
12 the following : 

Section 801 of the Revenue Act of 1931 


Section 500 (b) 2 of the Revenue Act of 1936 is amended 
by striking out the period at the end thereof and inserting 
in lieu thereof a comma and the following: “and any ad- 
missions to concerts conducted by a civic or community 
membership association if no part of the net earnings 
thereof inures to the benefit of any stockholders or mem- 
hers of such association. 


2. The first two paragraphs of Article 12 are elim- 


inated, and the following inserted in lieu thereof: 


Art. 12. Admissions to which exemption applies.—Section 
500 (b) of the Revenue Act of 1926, except as modified 
by Section 500 (e) of that Act, added by Section 711 (c) 
of the Revenue Act of 1932, is still in full force and effect. 
Section 801 of the Revenue Act of 1936 adds a new ex- 
emption. 

The modification of Section 500 (b) made by Section 
500 (e) is effective June 21, 1932. The amendment to Sec- 
tion 500 (b) 2 is effective 9 p. m., eastern standard time, 
June 22, 1936. 

Preceding Article 27 there is inserted the follow 
ing new article: 

Art. 261%. Concerts conducted by civic or community 
membership associations.—A local association composed of 
citizens of the city or community in which it is organized 
ior the purpose of conducting concerts for its members or 
others is entitled to exemption from collection of tax on 
admissions to the concerts provided none of the net earn- 
ings of the association inures to the benefit of any of its 
stockholders or members. 


Capital Stock Tax 


RTICLE 34 of Regulations 64 (1936 Edition), 
approved May 6, 1936, is amended by Treasury 
Decision 4691, X V-35-8282 (p. 14), to read as follows: 


Art. 34. Return by foreign corporation.—A capital stock 
tax return must be filed (1) by every foreign corporation 
which, whether on a calendar or a fiscal year basis, is re- 
quired to file an income tax return of net income for pur- 
poses of the normal tax imposed under section 13 of the 
Revenue Act of 1936 and (2) by every foreign corporation 
which on a fiscal year basis has a capital-stock-tax taxable 
year ending within an income-tax taxable year governed 
by the Revenue Act of 1934. The rule first stated applies 
to all capital-stock-tax taxable years and under such rule 
capital stock tax returns are required for the capital-stock- 
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tax taxable years ended June 30, 1936, and for subsequent 
capital-stock-tax taxable years. The second rule applies 
only to the capital-stock-tax taxable year ended June 30, 
1936, and under that rule every foreign corporation re- 
quired under the Revenue Act of 1934 to file an income 
tax return of net income for an income-tax fiscal year 
ending with any month from June 1936 to November 1936, 
both inclusive, is required to file a capital stock tax return 
for the capital-stock-tax taxable year ended June 30, 1936. 
Whether a foreign corporation required to file a capital 
stock tax return under the latter rule will be required to 
file capital stock tax returns for capital-stock-tax taxable 
years subsequent to June 30, 1936, will depend upon whether 
the case with respect to such subsequent years comes 
within the first rule. 

The first capital stock tax return under the Act must 
be filed in triplicate on Form 708 and contain an unqualified 
declaration of value in terms of United States dollars for 
the capital employed in the transaction of business in the 
United States, as specified in article 32 with respect to 
declarations of value in the case of domestic corporations. 
(See also articles 64 and 65(a).) As to subsequent returns, 
see article 65(b). If, in accordance with the provisions 
of the preceding paragraph, a foreign corporation is re- 
quired to file a capital stock tax return, but nevertheless 
claims that its activities in the United States do not con- 
stitute carrying on or doing business, the return must 
contain a declaration of value as above stated, but in such 
case the corporation, in lieu of paying the tax, may claim 
exemption from the tax (see article 73) because of not 
doing business and attach to the return a detailed state- 
ment of the activities in this country during the taxable 
year as outlined in the instructions on the return form. 


Article 62 is amended to read as follows: 

Art. 62. Carrying on or doing business in the United 
States —The determination as to whether a foreign cor- 
poration is carrying on or doing business in the United 
States within the meaning of the Act depends upon the 
particular facts of each case. Ordinarily, if in the further- 
ance of efforts in the pursuit of profit or gain a foreign 
corporation maintains an agent, an office, warehouse, or 
other place of business, in the United States, it will be 
regarded as carrying on or doing business in the United 
States. As to the meaning of “carrying on or doing busi- 
ness,” in general, see articles 42 and 43. 


The foregoing amendments are predicated upon the 
new provisions of the Revenue Act of 1936 with re- 
spect to the taxation of foreign corporations in gen- 
eral. The amendments apply only to the capital stock 
tax imposed under Section 105 of the Revenue Act of 
1935, as amended by Section 401 of the Revenue Act 
of 1936, for the taxable year ended June 30, 1936, and 
for subsequent taxable years and not to the capital 
stock tax imposed by any prior Act. 

Excess-Profits Tax 
RTICLE 3(b) (adjusted declared value), of 
Treasury Decision 4666, (Int. Rev. 
2), relating to the excess-profits tax imposed by Sec- 
tion 106 of the Revenue Act of 1935, as amended, is 
amended by Treasury Decision 4690, X \V-35-8281 
(p. 3), by adding thereto the following sentence: 

The first return of a corporation covering the part of 
the year in which it was incorporated, or the final return 
of a corporation covering the part of the year in which 


it was dissolved, is a return for twelve months and not 
for a period of less than twelve months. 


The last sentence of Article 5, (Return), of Treas- 
ury Decision 4666 is amended to read [changes indi- 
cated by italics] : 

Accordingly, every corporation which is liable for the 
making of an excess-profits tax return under section 106 
of the Revenue Act of 1935, as amended (for any income- 


tax taxable year ending after June 30, 1936), whether or 
not such corporation is a member of an affiliated group of 
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corporations, must make its excess-profits tax return and 
compute its net income separately, without regard to the 
provisions of section 141 of the Revenue Act of 1934 or 
section 141 of the Revenue Act of 1936. 





Treatment of Capital Gains and Losses 
for Income Tax Purposes 


(Continued from page 585) 


enriched to any great extent through capital gains 
taxes. It appears that in normal times the losses 
about offset the gains. The profits of the halcyon 
days from 1926 to 1929 were largely balanced by the 
losses since that time. Ordinary income of the de- 
pression exempted from taxation through the reali- 
zation of losses on capital assets would have been 
taxed at much higher rates than were applied to the 
profits of boom times. All of these factors tend to 
indicate that any real revenue from the tax on capi- 
tal gains is more or less of a myth. 


Effects on Business 


USINESS dealings are often materially slowed 

up because of capital gain and loss income tax 
provisions. A business man wishes to know pre- 
cisely what the effect of taxes upon a contemplated 
transaction will be. When a possible gain has to 
be considered connection with income tax ac- 
cruals, the average person finds himself beyond his 
depth. He must employ a tax specialist to tell him 
what the answer is. Even then, the result is fre- 
quently shrouded in doubt. The elimination of this 
tax or a change in the method of taxing capital gains 
would do much to encourage commercial transactions. 

When property or securities have been held for a 
considerable period of time, the amounts which in- 
come tax laws regard as capital gains and losses are 
often something entirely different. They may repre- 
sent merely a change in the value of the monetary 
unit. When the price of gold is arbitrarily in- 
creased by governmental action, the price of other 
commodities, the value of which is measured by the 
price of gold, is also increased. This increase re- 
flects no change in real values, and any tax based 
upon such a gain would be merely a tax on the 
difference between the old and the new value of the 
money. 

A revision of the revenue laws with respect to the 
taxation of capital gains and the deduction of capital 
losses would, in my opinion, be particularly helpful 
at this time to a restoration of normal business con- 
ditions. The market for real estate and securities 
of all kinds would be improved, governmental financ- 
ing would be placed on a sounder basis, and a return 
of more prosperous conditions would be encouraged. 
Not only would these results follow, but even more 
important would be the elimination of one of the 
greatest contributing causes to inflation and over- 
expansion. 

For the reasons which I have stated, I believe that 
capital gains and losses should not be taken into 
consideration in computing the ordinary income tax. 
Perhaps capital gains ought not to be wholly ex- 
empted from taxation, but, if they are to be taxed, 
I believe that they should be segregated and taxed 
at a low flat rate. 
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